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FOREWORD 


This symposium discusses certain aspects of the many problems being encountered 
in the regulation by the state and federal governments of the natural gas industry. 
In particular, it considers questions growing out of the transmission of gas across 
state lines. 

States such as Texas, Louisiana, and Oklahoma, where the bulk of natural gas 
is at present found and produced, undoubtedly have a vital interest in this rapidly 
growing industry. For one thing, the production of natural gas may be a source 
of considerable revenue to the states through taxes levied upon the industry, but many 
of such taxes, such as those imposed on gas which is “gathered” within the state 
but thereafter transported to consumers outside the state, may run into strong 
constitutional objections because of possible interferences by the state with interstate 
commerce. In the second place, the producing states may attempt to fix either min- 
imum or maximum wellhead prices for gas produced within their boundaries. 
Such action may also raise difficult problems if the gas is later transported in inter- 
state commerce. Finally, the producing states may adopt various measures in order 
to conserve this vital natural resource so as to discourage wasteful methods of obtain- 
ing, using, and disposing of the gas. In all these areas, the producing states clearly 
have a responsibility to fulfill and must be given legal powers commensurate with 
that responsibility. 

As a result of an almost nationwide network of gas pipelines which has expanded 
rapidly and widely within the last decade, natural gas, although produced at present 
in only a handful of states, is transported from them to almost all the other states 
for home and industrial uses. The consuming states, of course, assert traditional 
powers over the local distribution of gas as a public utility function, and as such, 
subject it to local governmental control over rates, facilities, and services. Although 
both consuming and producing states may well emphasize state regulation of natural 
gas, their regulatory viewpoint and interests may and frequently do sharply clash. 
Consuming states ordinarily favor the lowest possible rates for industrial and home 
customers. Producing states, not unnaturally, are inclined to view with more 
sympathy higher prices for gas producers. 

The fact that so much of today’s production of natural gas is, between the initial 
local production and the final local consumption, transported usually in pipelines 
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across state boundaries, brings the federal government, principally through the Fed- 
eral Power Commission, into the field of regulation of the natural gas industry and 
has given rise to what are perhaps the most bitterly contested issues. When gas is 
produced and gathered locally in one state and then transmitted in interstate com- 
merce, where does federal regulation begin? And when such gas is consumed in 
homes and factories in one state, after interstate transmission, where does federal 
regulation end? In the Natural Gas Act, Congress, by an express exemption for 
production and gathering, has at least indicated that the full scope of its consti- 
tutional regulatory powers over natural gas under the concepts of interstate com- 
merce, is not to be exercised by the Federal Power Commission. Unfortunately, 
the language of the statute still does not indicate clearly and definitely where the 
jurisdiction of the Federal Power Commission over the natural gas industry begins 
and ends, and thus far, at least, neither the courts nor Congress have been able to 
clarify this matter satisfactorily. 

In addition to the fiercely waged battle over the exact extent of the jurisdiction 
of the Federal Power Commission over the natural gas industry, there are other 
controversies in connection with federal regulation, one of the most important of 
which, perhaps, centers about the rate-making methods applied by the Commission 
to that part of the natural gas industry admittedly subject to its control. Certain 
aspects of the Commission’s rate-making policies are comparatively unrelated to its 
jurisdictional problems—for example, the long delays and time lags in granting rate 
increases, accounting methods for income tax accruals, or the handling of deprecia- 
tion allowances in rate-making. Other aspects of its rate policies, however, are in- 
extricably interwoven with its jurisdictional troubles—for example, how to value 
gas producing properties owned by interstate pipelines—whether at original cost, 
at current market value, or by some other method—allocation of costs between 
regulable and non-regulable sales, and the effect of state minimum wellhead price 
laws. 

Whatever may be the final outcome of these highly controversial matters, the 
fact that we are dealing here with what has become one of our great natural re- 
sources should not be forgotten. Our aim should be to hammer out, so far as 
possible, a policy which will insure for the future as well as the present the wisest 
and most efficient use under a system of free private enterprise of natural gas, as 
well as of our other fuel resources. This should be the aim of all government regula- 
tion here, whether it be state or federal. 

Rosert Kramer. 
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Today natural gas is a new giant among our nation’s resources. Always of 
enormous potential, it has risen from relative obscurity to a position of vital im- 
portance. A few years ago a driller searched only for oil, and when the well turned 
out to be a “gasser,” it was either capped or the gas permitted to blow into the air.’ 
Casinghead gas,” produced with oil, was piped away from the well and flared. In 
those years there was little or no market for natural gas. It was almost worth- 
less—an unwanted stepchild in the oil industry. 

As knowledge of natural gas grew, its many uses and possibilities were realized. 
The mixtures of hydrocarbons found in natural gas* were like magic in the hands 
of the chemists who transformed them into thousands of different products.* The 
petroleum engineers discovered its value in maintaining pressure in the oil reservoir, 
and in secondary recovery methods.” Demand for its use by industry and the house- 
wife developed gradually, but since World War II demand has erupted into phe- 
nomenal proportions. Production, in order to fulfill this demand, has shown a 
comparable increase in Texas as demonstrated by the chart® on following page. 
Now only two states, Vermont and Nevada, lack gas facilities, present or proposed. 
Gas pipeline mileage has increased so rapidly that it exceeds that of the railroads.’ 
Of the total 8.018 trillion cubic feet of net production marketed in the United 
States in 1952, Texas produced 4.304 trillion cubic feet, or 53.7 per cent, of which 
2,006,463,802 M.C.F. was exported from Texas.® 


* LL.B. 1938, Baylor University. Assistant Attorney General of Texas, 1947-1952 (State Affairs 
Division, in charge of Insurance and Highways, 1947-1949; Chief, Oil and Gas, Transportation Division, 
1949-1952); Executive Assistant Attorney General, 1952; Special Assistant Attorney General, 1952-1954, 
in Wisconsin v. Federal Power Commission (Phillips case). Member, State Bar of Texas; Hollers, 
O’Quinn & Crenshaw, Austin, Texas. 

1 ArrorNEY GENERAL OF TEXAS, TEXAS GAs CoNsERVATION Laws AND Oi AND Gas REGULATIONS 
(Texas Mip-ConTINENT Ort AND Gas Ass’N, DaLias, 1946); Stewart E. BucKLey, PETROLEUM Con- 
SERVATION (1951). 

*Joun R. Srocxton, Ricuarp C. Hensnaw, Jr., AND RicHarD W. Graves, Economics oF NATURAL 
Gas 1n Texas 2, 5 (1952). The term “casinghead gas” had its beginning in the very early days. 
Wells which had ceased to flow were (and still are in many cases) pumped through a string of pipe, 
smaller in diameter than the well casing, called tubing. A device was developed, which rested on the 
top of the casing, to support the tubing and close in the annular space between the casing and tubing. 
Gas would rise up in the annular space and might cause fires if it was not confined. This device 
was called a ‘“‘casinghead.” Concern by the operators that the gas pressure on the casinghead might be 
detrimental to the productivity of the well caused them to pipe the gas a short distance away from the 
well and burn it there in a flare. 

* Thompson, Natural Gas Conservation, American Gas Jour., May, 1953, p. 47. 

“Stockton, HENSHAW, AND GRAVES, op. cit. supra note 2, at 14 (1952). 

° BUCKLEY, op. cit. supra note 1; StocKTON, HENSHAW AND GRAVES, op. cif. supra note 2, at 22-23. 

° ANN. REporT OF THE O1L anv Gas Division, RatLroap ComMission OF TExAs 28 (1952). 

* United Press Report, July 4, 1953. 

* ANN. REP. oF THE O1L AND Gas Division, Rattroap Commission oF TExAs (1952). 
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Natura Gas PropucTion In TEXAS, 1947-1952 


But the real story behind the rise of this new resource giant is found in the 
development of its regulation and control by the states through their conservation 
statutes and regulatory agencies. Without the foresight, courage, and wisdom of 
the men who have served on these regulatory bodies, the natural gas industry would 
not occupy the position it does today. The nation owes a great debt to these men 
of conservation. 


DEVELOPMENT OF REGULATION OF NATURAL Gas IN TEXas 


A. Prevention of Waste and Adjustment of Correlative Rights 


The earliest discovery of natural gas in Texas was in 1865 in the Nacogdoches 
oil field, but it was not until the turn of the century that the first use of natural gas 
was made by piping it into the city of Corsicana from a nearby oil and gas field. 
Ten years passed before any real use of the gas was put into effect. In 1910, the 
Lone Star Gas Company inaugurated service to Dallas and Fort Worth from the 
Petrolia field.® 


* Srocxron, HENsHAW AND GRAVES, op. cit. supra note 2, at 4. 
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In the meantime, in 1899, the first statutes were passed by the legislature for the 
regulation of production and use of natural gas.'° The statutes proved adequate 
until the discovery of the great Panhandle field in 1918.1’ This vast and complex 
field created many new problems, which resulted in a great struggle in legislation 
and litigation out of which was forged the foundation undergirding our present 
conservation policies and practices. 

Knowledge of the Panhandle field developed gradually. Eight years passed be- 
fore its magnitude was known.'* Between 1929 and 1933 development was curtailed 
because of the depression, but since 1933 the field has experienced a rapid growth. 

The location of the Panhandle field was a handicap. Industry and population 
were remote and the demand was almost entirely local. But the large volumes of 
gas found there soon attracted the carbon black industry,'’* which began using 
enormous quantities of the gas. In 1930 extensive plants were constructed for the 
purpose of extracting the gasoline content from gas produced by gas wells. The 
residue, comprising 23/24 of the gas, had very little market and consequently was 
flared or blown into the air. 

To meet this situation, the legislature in 1931 passed an Act'* which touched off 
the first suit by such an operator to enjoin the enforcement of the statutes.1° The 
suit was brought in a federal district court, which upheld the validity of the statutes. 
Obviously basing its decision upon the power to prevent waste, the court held:’® 
We are not in doubt that both upon considerations of securing and preserving the corre- 
lative rights of persons in property, though owned by them, of the shifting and fugacious 
kind which oil and gas is, and upon considerations of conserving the natural resources of 
the state, ample power exists in the Legislature to prevent the wasteful utilization of 
oil and gas, and to regulate and control their production and use in such reasonable 
way as to bring about their conservation, and to prevent their dissipation by waste. We 
therefore reject all of plaintiff’s contentions against the statutes founded upon legislative 
want of power, and address ourselves to a consideration of the question whether the 
Legislature has clearly and in a reasonable way undertaken to exercise that power. We 


think it has. 


This was a significant victory for the Railroad Commission of Texas. However, 
following the decision, the Commission, because of the conditions of the field, began 
issuance of stripping permits. 

Meanwhile, there was begun in 1926 the construction of pipelines out of the 
Panhandle field. By 1931 Panhandle gas was being transported as far as Indianapolis, 


*° Gen. Laws Texas 1899, 26th Legis., c. 49, p. 68. 

*} ArroRNEY GENERAL oF TExas, Texas Gas ConseRVATION Laws and Oi anp Gas REGULATIONS, op. 
cit. supra note 1. 

% Ibid. The field is approximately 124 miles in length, with an average width of approximately 20 
miles. It lies in the counties of Hartley, Moore, Hutchinson, Potter, Carson, Gray, and Wheeler. The 
oil producing area is about 90 miles in length and is on the northeast flank of the structure. 

8 SrockTon, HENSHAW, AND GRAVES, op. cif. supra note 2, at 4. 

™ Tex. Acts 1931, 42d Legis., 1st called sess., c. 26, p. 46. 

** F. C. Henderson v. Railroad Comm'n of Texas, 56 F. 2d 218 (W. D. Tex. 1932), appeal dismissed, 
287 U. S. 672 (1952). 

56 F. 2d at 221. 
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Indiana. These pipeline companies owned many wells in the field and it was from 
these wells that they took the gas for transportation. Owners of wells which had no 
market immediately felt the effect of this taking because of drainage. The conflict 
between these operators and the pipeline companies rose to such a fever that in 
1931 the legislature enacted a law known as the Common Purchase Act.’ This 
Act was designed to protect the operators who had no market for the sale of their 
gas. 

Immediately these operators without a market demanded that the pipeline 
companies take their gas as required by the new Act. The pipeline companies re- 
fused to comply and filed suit in a federal district court seeking an injunction against 
the Commission, the Attorney General and the Governor.’® The issue clearly was 
one of correlative rights. But the federal court decided that the Act was invalid 
and that the requirements of the Act would be a taking of property for public use 
without just compensation and a violation of the Fourteenth Amendment to the 
Constitution. On the issue of correlative rights, the court said:’® 
The equitable principle of correlative rights or ratable taking of gas from a common 
pool is sought to be applied through compulsory purchase. 


Following this decision, the Railroad Commission retaliated with an order which 
had for its purpose the closing in or shutting down of all wells owned by the pipe- 
line companies until the other wells in the field could obtain a market. Again the 
pipeline companies filed suit in a federal district court” and the court, having sub- 
stantially the same facts before it as in the prior case, once more decided with the 
pipeline companies. As the court construed the statute, the Commission was only 


authorized to limit production to prevent physical waste. However, the opinion 
said :?* 


We have not had occasion to consider whether the existence of these rules of property 
would work a limitation upon the legislative power to control production, not in order 
to prevent waste of the State’s resources, but to protect the mutual and correlative rights 
of owners against undue takings from a common source of supply. We find no occasion 
to consider it now; it does not arise in this case. 


Prior to the handing down of this decision, the legislature, apparently recognizing 
the serious difficulties being experienced by the Railroad Commission, passed another 
Act®* which granted to the Commission power to determine the allowable pro- 
duction from a common source of supply, based upon the “reasonable market 
demand which can be produced without waste,” and further permitted the Com- 
mission to allocate the allowable production among the producers on a reasonable 


** Tex. Acts, 1931, 42nd Legis., 1st called sess., c. 28, p. 58; Art. 6049a, §8a. 

*® Texoma Natural Gas Co. v. Railroad Commission of Texas, and three other cases, 59 F. 2d 750 
(W. D. Tex. 1932). 

*° Id. at 753. 

*° Texoma Natural Gas Co. v. Terrell, and Cities Service Gas Co. v. Terrell, 2 F. Supp. 168 (W. D. 
Tex. 1932). 

*1 Id. at 170. 

** Tex. Acts 1932, 42nd Legis., 4th called sess., c. 2. 
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basis. The Commission, acting under its new authority, promulgated an order on 
December 30, 1932,”* finding that the reasonable market demand for gas in the Pan- 
handle field was 300,000,000 cubic feet of gas daily. In allocating an amount of this 
gas to an operator, the Commission used units of 160 acres, upon which a well had 
been completed, and allowed one-half of its quota to each unit or fractional unit in 
the proportion that the open flow capacity of the well on the unit or fraction thereof 
bore to the total of the open flow capacity of all units and fractions thereof, and the 
other one-half under an algebraic formula. 

The pipeline companies again filed suit in a federal district court,** and obtained 
another decision in their favor. The court held that the order had for its purpose 
the compelling of producers with markets to purchase gas from producers without 
markets. The state contended that the legislature in passing the Act intended to 
establish the doctrine of correlative rights in Texas, and that the order was sustain- 
able because it bore a reasonable relation to the prevention of waste. The court 
could not bring itself to the point of recognizing any intent on the part of the legis- 
lature to change the rule of property in Texas,”° although it was quite obvious by 
this time that both the legislature and the Commission were struggling with all 
their power to establish the correlative rights doctrine. The court’s reasoning dur- 
ing this period was manifestly based upon actual or physical waste and it saw no 
relationship between this issue and that of correlative rights. 

In further support of its position, the state cited the case of Champlin Refining 
Company v. Corporation Commission of Oklahoma.® ‘This decision, written by 
Mr. Justice Butler, apparently was directly in point for the state’s contentions, but 
the federal district court distinguished the cases on the grounds that (1) the prop- 
erty laws in Texas and Oklahoma were different; (2) the order in the Champlin 
case involved oil and not gas; and (3) the Champlin decision was clearly based on 
physical waste. 

Meanwhile, the practice of stripping natural gas had increased. More and more 
such permits were issued to the operators of gasoline plants.. The result was that 
more than 1 billion cubic feet of gas was being blown or flared into the air daily. 

Other operators in the field, who believed that such practice caused migration 
of gas from their land to the stripping operators, filed suit in a federal district court 
praying for an injunction against this type of operation.27 An injunction was 
denied by the federal district judge, but on appeal the circuit court reversed and 
remanded the case.?8 


°° ATTORNEY GENERAL OF TExas, Texas Gas ConsERVATION Laws and O1t anv Gas REGULATIONS, op. 
cit. supra note 1. 

** Canadian River Gas Co. v. Terrell and companion cases, supra note 20. 

?° Because of the fugacious nature of oil and gas, early decisions applied the laws governing the 
capture of wild animals. Little was actually known at the time about the physical characteristics of oil 
and gas. Stockton, HENSHAW, AND GRAVES, op. cit. supra note 2, at 213. 

26 586 U. S. 210 (1932). 

27 Sneed v. Phillips Petroleum Company and two other cases (N. D. Tex.) (opinion unreported). 
See also Danciger Oil and Refining Co. v. Smith, 4 F. Supp. 236 (N. D. Tex. 1933). 

Sneed v. Phillips Petroleum Co., 76 F. 2d 785 (5th Cir. 1935). The reversal was on a minor 
point not material here. 
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Looking back at this period from our present-day vantage point, it is apparent 
that the Railroad Commission of Texas was laboring under almost insurmountable 
obstacles. Unquestionably, the venting of such enormous quantities of gas from 
the stripping operations was a frightful waste. Too, because of the lack of power to 
adjust correlative rights, other serious waste through drainage was occurring. 
Faced with this situation, the legislature, in 1935, enacted a comprehensive statute.” 
Its purpose was to prevent waste and to provide all producers in the Panhandle field 
with the right to produce and market their fair share of recoverable gas. The Act 
gave broad powers to the Commission for the carrying out of these aims. 

Included in the 1935 Act was a provision classifying gas as sweet or sour and 
specifying the use to be made of each kind of gas. It further authorized the Com- 
mission to zone the fields, if this was necessary to carry out the purposes of the Act. 
In compliance with the statute, the Railroad Commission, on December 10, 1935, 
placed the entire Panhandle field under a comprehensive plan of regulation and 
control. The order divided the field into two zones, the Eastern and Western. Since 
sour gas only was found in the Western part of the field, the dividing line was 
placed between the sweet and sour gas areas. 

Suits contesting this order were filed in a federal district court.*° Both the order 
and the statutes were attacked. Directly put in issue was the principle of correlative 
rights. A three-judge federal court again ruled against the Railroad Commission 
and held that the statute did not grant to the Commission the power to adjust corre- 
lative rights. It was suggested by Judge Hutcheson that the case be appealed. This 
was done, and the Supreme Court, through Mr. Justice Brandeis, affirmed the lower 


court.*! Though the Commission suffered another setback in the federal courts, it is 
significant that Mr. Justice Brandeis in the course of the opinion said :** 


We assume, also, that the state may constitutionally prorate production in order to prevent 
undue drainage of gas from the reserves of well owners lacking pipe line connections. 


Here was clear recognition of the principle for which the state had been fighting for 
many years. 

Through this opening wedge the Railroad Commission issued orders classifying 
certain wells as sweet gas wells and prohibiting the taking of the gas therefrom 
for the manufacture of gasoline with the residue being used in the manufacture 
of carbon black. This gave rise to still another suit**® which had for its purpose the 
striking down of these orders. A federal district court refused to grant plaintiffs 
the relief prayed for, and a direct appeal was taken to the Supreme Court, which 
affirmed the lower court and expressly held that the legislature could validly regulate 
the production and use of natural gas.** 


*° Tex. Acts, 1935, 44th Legis.; Rev. Civ. Stat. c. 120, p. 318. 

*° Texas Panhandle Gas Co. v. Thompson, 12 F. Supp. 462 (W. D. Tex. 1935); Consolidated Gas 
Utilities Co. v. Thompson, 14 F. Supp. 318 (W. D. Tex. 1936). 

*"Thompson y. Consolidated Gas Utilities Corp., 300 U. S. 55 (1937). 

*2 Id. at 76-77. 

** Henderson Co. v. Thompson, 12 F. Supp. 519 (W. D. Tex. 1936). 

** Henderson Co. v. Thompson, 300 U. $. 258 (1937). 
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After losing this suit, the operators, knowing that the 1935 Act contained no re- 
strictions on the use of sour gas, resorted to the use of sour gas for the manufacture 
of carbon black. Then the legislature passed a statute*® restricting the total daily 
volume of sour gas which could be withdrawn from a reservoir containing both 
sweet and sour gas to 750,000,000 cubic feet. At the same time, authority was 
granted the Commission to prorate the withdrawals of such gas. 

Pursuant to this Act, the Commission entered an order promulgating the prora- 
tion formula for the volume of gas that could be produced from sour gas wells. 
The affected operators again brought suit in the federal courts for an injunction to 
restrain enforcement of this order.2® A federal three-judge court followed the Con- 
solidated case and refused to grant an injunction. 

The Commission was now on firm ground. Two decisions of the Supreme Court 
of the United States followed in 1940 and in 1943, respectively, which materially 
strengthened the position of the Texas legislature and Railroad Commission. In 
the case of Railroad Commission of Texas v. Rowan-Nichols Oil Co.,3" Mr. Justice 
Frankfurter, in upholding the Commission’s orders promulgating a formula for 
allocation of allowable oil production, said :** 

Certainly so far as the federal courts are concerned the evolution of these formulas be- 
longs to the Commission and not to the judiciary. Except where the jurisdiction rests, 
as it does not here, on diversity of citizenship, the only question open to a federal tri- 
bunal is whether the state action complained of has transgressed whatever restrictions 
the vague contours of the Due Process Clause may place upon the exercise of the state’s 
regulatory power. A controversy like this always calls for fresh reminder that courts 
must not substitute their notions of expediency and fairness for those which have guided 
the agencies to whom the formulation and execution of policy have been entrusted. 
General as these considerations may be, they are decisive of the present case... . Cer- 
tainly in a domain of knowledge still shifting and growing, and in a field where judg- 
ment is therefore necessarily beset by the necessity of inferences bordering on conjecture 
even for those learned in the art, it would be presumptuous for courts, on the basis of 
conflicting expert testimony, to deem the view of the administrative tribunal, acting 
under legislative authority, offensive to the Fourteenth Amendment. 


Though this decision upheld an oil proration order, it revealed a whole new 
concept by the federal judiciary of the state’s conservation powers and regulatory 
measures put into effect through the Railroad Commission. The new concept 
became more entrenched in the case of Burford v. Sun Oil Company, decided in 
1943, wherein Mr. Justice Black said:*° 


The very “confusion” which the Texas legislature and Supreme Court feared might 
result from review by many state courts of the Railroad Commission’s orders has resulted 
from the exercise of federal equity jurisdiction. As a practical matter, the federal courts 


°° Tex. Acts 1937, 45th Legis.; Rev. Civ. Strat. c. 367, p. 746. 
°° Henderson v. Terrell, 24 F. Supp. 147 (W. D. Tex. 1938). 
87 310 U. S. 573 (1940). 

*8 Id. at 580-582. 

*° 319 U. S. 315 (1943). 

“° Id. at 327, 330-334. 
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can make small contribution to the well organized system of regulation and review which 
the Texas statutes provide. Texas courts can give fully as great relief, including 
temporary restraining orders, as the federal courts. Delay, misunderstanding of local law, 
and needless federal conflict with the state policy, are the inevitable product of this 
double system of review. ... The Railroad Commission has had to adjust itself to 
the permutations of the law as seen by the federal courts... . The instant case raised a 
number of problems of no general significance on which a federal court can only try to 
ascertain state law... . 

These questions of regulation of the industry by the state administrative agency, 
whether involving gas or oil prorationing programs . . . so clearly involve basic prob- 
lems of Texas policy that equitable discretion should be exercised to give the Texas courts 
the first opportunity to consider them... . Conflicts in the interpretation of state law, 
dangerous to the success of state policies, are almost certain to result from the intervention 
of the lower federal courts.*? 


While these cases were being considered in the federal courts, much litigation 
had arisen in the state courts. These cases resulted in decisions which brought the 
Railroad Commission of Texas into a new realm of authority. The most significant 
of these cases was Corzelius v. Harrell** The dispute between Corzelius and 
Harrell arose over the uses each was making of gas produced in the same reservoir. 
Harrell owned 94.8 per cent of the production in the field while Corzelius owned 
only 4.1 per cent of the production in the field. Corzelius sold gas which his wells 
produced for lighting and heating purposes to the city of Houston. Harrell operated 
a recycling plant. Each claimed undue drainage caused by the use that the other 
made of his produced gas. On the application of Harrell, the Commission issued an 
order which limited withdrawals from the field not to exceed 20 M.M.C.F. daily. 
Harrell filed suit to set aside the order. No issue of waste was made, but the issue 
of “adjustment of correlative rights” was directly put in issue. The judgment was 
for Harrell in the trial court, and this judgment was affirmed by the Court of Civil 
Appeals, the order of the Commission being set aside. The case was finally decided 
by the Supreme Court of Texas. Mr. Justice Sharp, in upholding the order of the 
Railroad Commission, reversed the lower courts and said:** 

Subsections (a) and (b) of Section 10 of Article 6008 are not dependent on each other. 
They are coordinate, and each has its own independent standing in this law. Unques- 
tionably, we think that Sec. 10 of Art. 6008 authorizes the Railroad Commission to pro- 
rate and regulate the daily gas well production from each common reservoir, in order 
to prevent waste and adjust correlative rights as provided for in such Subsections (a) 


and (b). 


Thus ended the first great phase in the development of regulation of natural gas 
in Texas. In achieving a comprehensive program of conservation, including the 
authority to adjust correlative rights, the Railroad Commission made for itself a 
splendid record. There evolved out of this long struggle experience which pointed 


*" Compare exemption provision Natural Gas Act, infra page 336 and Federal Power Commission v. 
Panhandle Eastern Pipeline Company, infra page 337. 

*? 143 Tex. 509, 186 S. W. 2d 961 (1945). 

*° 143 Tex. at 521-522, 186 S. W. 2d at 968. 
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the way toward a better understanding of the problems presented by conservation. 
It was not until 1947 that any new developments occurred in the regulation of nat- 
ural gas. 

Tue Fare Gas Cases 

It is evident that great waste of natural gas had occurred in the Panhandle field. 
This was largely because the markets had not been developed to the point where 
the gas could be utilized. Discovery of other oil and gas fields throughout the 
state, including the great East Texas field in 1930,** had increased to staggering pro- 
portions by the time of World War II. Consequently, the production of casing- 
head gas increased as the development of oil fields became more prolific. 

Everywhere over the state casinghead gas was generally flared or vented into the 
air, causing waste on a vast scale. Some of this gas, however, was put to useful 
purposes, such as returning it to the reservoir for pressure maintenance and to effect 
secondary recovery of oil.“ The Railroad Commission had long had in mind ways 
to prevent this great waste of casinghead gas, but World War II interfered with 
those plans. The war made tremendous demands on oil production and caused 
serious shortages of materials such as pipe, thereby preventing any serious approach 
to the problem. 

With the war over and demand for natural gas increasing daily, the Commission, 
in 1947, took its first bold step toward eliminating the flaring of casinghead gas. 
By an order to be effective April 1, 1947, the Commission prohibited the producing 
of either oil or gas from all wells in the Seeligson field in southwest Texas until 
casinghead gas could be used for the following purposes: (a) light or fuel; (b) 
efficient chemical manufacturing other than the manufacture of carbon black; (c) 
bona fide introduction of gas into oil or gas-bearing horizon in order to maintain 
or increase the rock pressure, or otherwise increase the ultimate recovery of oil or 
gas; and (d) the extraction of natural gasoline when the residue gas is returned 
to the horizon from which it has produced. The resulting suit brought by Shell 
Oil Company and others was ultimately decided by the Supreme Court of Texas.*® 

The trial court granted a temporary injunction holding that the Commission 
was without authority to enter such an order. The Supreme Court held that the 
trial court was in error in invalidating the order of the Commission, but upheld the 
granting of a temporary injunction until the merits of the case could be decided. 
The court expressly found that the Commission had such authority, stating:*7 
The conclusions necessarily follow that the Commission has both the authority and the 
responsibility of prescribing fair and reasonable rules to prevent the waste of casinghead 
gas whenever, under the circumstances presented, it appears that a preventable waste of 
this natural resource either is occurring or is reasonably imminent, and that in this 
undertaking the Commission’s acts are well within the perimeter of its delegated powers. 


** SrockTon, HENSHAW AND GRAVES, Op. cit. supra note 2, at 4. 

*® See note 5 supra. 

*® Railroad Commission v. Shell Oil Co., 146 Tex. 286, 206 S. W. 2d 235 (1947). See also Weber, 
Huge Gas Conservation Project Now in Initial Operation Stage, Oil and Gas Journal, July 8, 1948, p. 60. 

“7146 Tex. at 296, 206 S. W. 2d at 241-242. 
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Brown v. Humble Oil & Ref. Co., 126 Tex. 296, 83 S.W. 2d 935, 99 A. L. R. 1107; Corze- 
lius v. Harrell, 143 Tex. 509, 186 S.W. 2d 961. 

It was a significant victory for the Commission and laid the groundwork for 
one of the Commission’s most dramatic moves in 1949 when it issued orders closing 
down 16 gas-flaring oil fields. The operators in these fields immediately filed suit 
to restrain the enforcement of these orders. The suit brought by Sterling Oil and 
Refining Company and others who were operators in the Heyser field was tried 


first.*® 
The trial court entered a judgment declaring the Commission’s order invalid 


and issued an injunction enjoining its enforcement. The case was appealed di- 
rectly to the Supreme Court of Texas by the Railroad Commission and, in an 
opinion by Mr. Justice Sharp, the court reversed the trial court and upheld the 
power and authority of the Commission to enter the order. The court said:*” 


It is quite clear that the Railroad Commission, in the exercise of its duty as prescribed 
by the statutes, was trying to prevent waste in the flaring of gas. The Railroad Com- 
mission is not required to establish a rule that is absolutely perfect. Its members were 
dealing with a complex problem concerning the Heyser Field, and the Commission’s order 
must be considered from a reasonable and practical standpoint, and it is sufficient if it 
treats all interested parties justly and impartially. The actions and rulings of the Railroad 
Commission in attempting to accomplish such results “will not be disturbed by the courts 
unless such rules or orders are clearly illegal, unreasonable, or arbitrary.” Corzelius v. 
Harrell, 143 Tex. 509, 186 S.W. 2d 961, 967, and cases cited; Railroad Commission of 
Texas v. Shell Oil Co., Inc., 146 Tex. 286, 206 S. W. 2d 235. 


With the validating of these orders by the Supreme Court of Texas, the Com- 
mission had achieved a great milestone in conservation. Billions of cubic feet of cas- 
inghead being daily flared were diverted to beneficial use.°® Other cases, which 
were tried subsequently, reached the same conclusions.*? Today it is a rare 
sight indeed to see any flaring of casinghead gas. The result of this has been to 
conserve one of the nation’s greatest resources by using it for many beneficial pur- 


poses.” 
THE FeperaL Tureat To STATE REGULATION 


The increased demand for natural gas has brought with it a rise in price.” 
State regulatory bodies in Oklahoma and Kansas have exercised their waste pre- 


** Railroad Commission vy. Sterling Oil and Refining Co., 218 S$. W. 2d 415 (Tex. Sup. Ct. 1949). 

“° Id. at 420. 

°° Since the 1949 decision in the Sterling case, the total reported production of casinghead gas has 
increased from 771 billion cubic feet to 1,403 billion cubic feet in 1952. ANN. REPORT OF THE OIL AND 
Gas Division, THE RarLroap Commission oF Texas (1952). Moreover, the Commission has adopted a 
policy of running casinghead gas in ahead of gas-well gas, thereby relieving to this extent the strain 
on gas-well gas reserves. 

** Railroad Commission of Texas v. Flower Bluff Oil Corp., 219 S$. W. 2d 506 (Tex. Civ. App. 1949); 
Humble Oil and Refining Co. vy. Railroad Comm'n, 148 Tex. 228, 223 S. W. 2d 785 (1949); Railroad 
Commission of Texas v. Rowan Oil Co., 259 S. W. 2d 173 (1953). Though the order in the Rowan 
case was invalidated, the Commissioner’s powers to stop flaring of gas by shutting in oil fields was not 
lessened. The Commission’s order included non-flarers as well as flarers, which rendered the order void. 

58 See note 50 supra. 

°* Joun C. Jacoss, PRoBLEMS INCIDENT TO THE MARKETING OF GAS (SOUTHWESTERN LEGAL INsTITUTE, 


1954). 
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vention powers by setting a minimum price for sales of gas at the wellhead. The 
Oklahoma orders have been upheld.°* The increase in price has created a greater 
incentive among independent producers not only to find more gas but also to step 
up their activities in the gathering and processing of natural gas. 

The industry itself is functionally composed of production and gathering, trans- 
portation, and distribution. Production includes leasing, exploration, and opera- 
tion of the wells. Gathering consists of bringing the gas from the wells to a central 
point such as a processing plant and the preparation or processing of the gas for 
transmission and consumption. Transportation is the moving of the gas through 
transmission lines which connect to the outlet of the gathering or processing facili- 
ties in the field of production. Distribution is the moving (usually at low pressures) 
to the ultimate consumer of the gas which has been transported.*® The price re- 
ceived by a producer, gatherer, or processor is a very vital part of those functions.”® 
With these preliminary statements in mind, let us consider federal regulation and 
how its threat to state regulation developed. 


A. Federal Regulation and Decisions Under the Natural Gas Act 

In 1938, Congress passed the Natural Gas Act.’ This legislation actually came 
about as a result of a decision of the Supreme Court of the United States in Missouri 
v. Kansas Natural Gas Company.** In that case, Missouri sought to prevent an 
increase in price of gas sold to local distributors by the Kansas Natural Gas Com- 
pany which had transported the gas from another state. The Supreme Court of 
the United States held that Missouri was not so empowered because of the com- 
merce clause. 

Several years after this decision, the Federal Trade Commission in 1936 investi- 
gated the entire industry and made a report to Congress.*® Extensive hearings were 
held before committees of Congress and it was made clear that any proposed federal 
regulation must not interfere with local state functions, either at the producing and 
gathering, or distribution end. In the testimony before the committees, Mr. Dozier 
A. DeVane, then Solicitor for the Federal Power Commission, made it explicit 
that the proposed legislation was not intended to regulate the field rates or prices 
charged by independent producers and gatherers. 

When the Act was finally passed, it contained an exemption or jurisdictional sec- 

54 Cities Service Gas Co. v. Peerless Oil & Gas Co., 340 U. S. 179 (1950). 

55 FinaL REPORT OF THE FEDERAL TRADE COMMISSION TO SENATE OF THE UNITED STATES PURSUANT 
to S. Res. 83, 7oth Cong., rst Sess. Pt. 84-A, 7oth Cong., 1st Sess. 640 (SEN. Doc. 92). Also Comment, 
Federal Price Control of Natural Gas Sold to Interstate Pipelines, 59 Yave L. J. 1468 (1950). 

5° Hines H. Baker, Natural Gas for the Future, an address delivered before the American Gas Associa- 
tion, St. Louis, Mo., Oct. 28, 1953. See Judge Clark’s dissenting opinion, State of Wisconsin v. Federal 
Power Comm'n, 205 F. 2d 706, 713 (D. C. Cir. 1953), cert. granted, 346 U. S. 934 (1954). 

°7 52 Strat. 821 (1938), as amended, 56 Strat. 83 (1942), 15 U. S. C. §717 (Supp. 1952). 

°§ 265 U. S. 298 (1924). 

°° FepERAL TRADE ComMiIssion REPORT, Op. cit. supra note 55. 

°° Testimony of Dozier A. DeVane, in Hearings before a Subcommittee of the House Committee on 
Interstate and Foreign Commerce on H. R. 11662, 74th Cong., 2d Sess. 28, 24, 42-43 (1936). Note 
reliance of the Supreme Court of the United States on Mr. DeVane’s testimony in Federal Power 
Commission v. Panhandle Eastern Pipeline Co., 337 U. S. 498, 505 (1949). 
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tion which clearly is in full accord with the evidence presented before the com- 
mittees. Section 1(b) of the Act provides: 


The provisions of this chapter shall apply to the transportation of natural gas in inter- 
state commerce, to the sale in interstate commerce of natural gas for resale or ultimate 
public consumption for domestic, commercial, industrial, or any other use, and to natural- 
gas companies engaged in such transportation or sale, but shall not apply to any other 
transportation or sale of natural gas or to the local distribution of natural gas or to the 
facilities used for such distribution or to the production or gathering of natural gas. 


The declared purpose of the Seventy-Fifth Congress when it passed the Act was 
“to occupy the field in which the Supreme Court has held that the states may not 
act.” In the beginning, no one questioned this construction of the Act. 

The Federal Power Commission itself in 1940 first considered the question of its 
jurisdiction over sales made by a producer and gatherer.** The Commission ex- 
pressly held that it had no jurisdiction of such sales. In eight subsequent cases the 
Commission consistently held that it had no jurisdiction over independent pro- 
ducers’ and gatherers’ sales of natural gas for resale in interstate commerce, because 
of the exemption of production and gathering.®” This is not to say that the Com- 
mission members themselves were unanimously of this opinion. Indeed, from 
time to time various Commission members strenuously argued that the Commission 
had such jurisdiction. 

In 1947 the Supreme Court of the United States in Interstate Natural Gas Com- 
pany v. Federal Power Commission,® held that the Federal Power Commission had 
jurisdiction over Interstate’s sales. The company was admittedly a “natural gas 
company” by reason of its interstate transmission, but it argued that its field prices 
came within the production and gathering exemption of the Act and were not sub- 
ject to federal regulation. In affirming the Court of Appeals for the Fifth Circuit, 
the Supreme Court used language which led many to believe that the Court had 
held that all sales in interstate commerce for resale by producers and gatherers, inde- 
pendent or not, were subject to the Commission’s regulation. Upon close study of 
the opinion, however, there seems no basis for such a construction. Indeed, the 
Court plainly stated that no such question was presented or passed upon.®* More- 
over, in perfect consistency with its prior decisions, the Court laid down the follow- 


ing rule: 


The purpose of that restriction was, rather, to preserve in the States powers of regulation 
in the areas in which the States are constitutionally competent to act. Thus, the House 
Committee report states: “The bill takes no authority from State commissions, and is 


** Columbian Fuel Corp., 2 F. P. C. 200 (1940). 

°? Fin-Ker Oil and Gas Production Co., 6 F. P. C. 92 (1947); Tennessee Gas and Transmission Co. 
and The Chicago Corp., 6 F. P. C. 98 (1947); Kansas-Nebraska Natural Gas Co., 6 F. P. C. 664 
(1947); R. J. and D. E. Whelan, 6 F. P. C. 672 (1947); Hassie Hunt Trust, 6 F. P. C. 835 (1947); 
Sinclair Prairie Oil Co., 6 F. P. C. 1059 (1947); La Gloria Corp., 7 F. P. C. 349 (1948): The Superior 
Oil Co., 7 F. P. C. 627 (1948). 

°8 331 U. S. 682 (1947). 

°* Td. at 690 n. 18, 691. 

° Id. at 690. 
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” 


so drawn as to complement and in no manner usurp State regulatory authority. . . . 
Clearly, among the powers thus reserved to the States is the power to regulate the 
physical production and gathering of natural gas in the interests of conservation or of 
any other consideration of legitimate local concern. It was the intention of Congress to 
give the States full freedom in these matters. Thus, where sales though technically con- 
summated in interstate commerce, are made during the course of production and gather- 
ing and are so closely connected with the local incidents of that process as to render rate 
regulation by the Federal Power Commission inconsistent or a substantial interference 
with the exercise by the State of its regulatory functions, the jurisdiction of the Federal 
Power Commission does not attach. 


This would seem to foreclose any attempt to show that the Interstate decision 
put a cloak of federal jurisdiction over field sales of independent producers and 
gatherers. But the champions of federal jurisdiction continued their fight, in spite 
of another decision two years later by the Supreme Court of the United States. In 
Federal Power Commission v. Panhandle Eastern Pipe Line Company,® the Court 
again followed its consistent construction of the Act, saying :® 


The legislative history of this Act is replete with evidence of the care taken by Congress 
to keep the power over the production and gathering of gas within the states. This 
probably occurred because the state legislatures, in the interests of conservation, had dele- 
gated broad and elaborate power to their regulatory bodies over all aspects of producing 
gas. The Natural Gas Act was designed to supplement state power and to produce 
a harmonious and comprehensive regulation of the industry. Neither state nor federal 
regulatory body was to encroach upon the jurisdiction of the other. Congress enacted 
this Act after full consideration of the problems of production and distribution. It con- 
sidered the state interests as well as the national interest. It had both producers and 
consumers in mind. Legislative adjustments were made to reconcile the conflicting views. 


B. The Phillips Case 


The controversy advanced to the point where the Federal Power Commission 
issued an order dated October 28, 1948°° directing that an investigation be held to 
determine (1) whether Phillips Petroleum Company was a “natural gas company” 
within the meaning of the Natural Gas Act, and if so, (2) whether any of its rates 
subject to the jurisdiction of the Commission were unjust or unreasonable. This 
was the opening gun of those who sought federal jurisdiction over independent 
producers’ and gatherers’ field sales. 

Hearings in the Phillips case began on April 3, 1951, and continued to May 23, 
1951. Intervenors in the proceedings included the producing states of New Mexico, 
Oklahoma, Texas, Kansas, Arkansas, Louisiana, and Mississippi, all protesting the 
attempted federal regulation on the ground that such jurisdiction would conflict with 
the states’ regulatory and conservation powers. Intervening also were the State 
of Wisconsin, the City of Detroit, Michigan, the City of Kansas City, Missouri, the 
City of Milwaukee, Wisconsin, and the County of Wayne, Michigan, each con- 
tending for federal jurisdiction. The record made at the hearing consisted of more 


°° 337 U. S. 498 (1949). °7 Id. at 509-513. 
®§ Docket No. G-1148. 
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than 10,000 pages. The Commission, on motion of Phillips and the producing states, 
confined the hearing to the question of whether it had jurisdiction of Phillips’ sales 
of natural gas to five interstate pipeline companies reporting to the Federal Power 
Commissions as natural gas companies. 

After oral argument before it in Washington, the Commission by a four-to-one 
majority held that Phillips was not subject to its jurisdiction.°° The opinion was 
predicated primarily on two grounds, the first being: 

We find that its [Phillips] operations, so far as relevant, consist of production and 
gathering, or incidents of or activities related to these functions thus requiring their 
inclusion within the Act’s exemption. 


The second: 


In varying degrees, the evidence clearly shows that our regulation of sales made in the 
process of production and gathering would, by its very nature, be inconsistent or consti- 
tute a substantial interference with such regulation of producers and gatherers by Okla- 
homa, Texas, and New Mexico. To cite one example, there is a direct relation between 
price and conservation, an important concern in the regulation of each of the states. 


Commissioner Draper wrote a separate concurring opinion based solely on the 
conflict question. Commissioner Buchanan dissented. 

Thereafter, the State of Wisconsin and others appealed from the order of the 
Commission to the Court of Appeals for the District of Columbia Circuit and on 
May 22, 1953, that court (with one judge dissenting) reversed the Federal Power 
Commission and held Phillips to be a “natural gas company” subject to rate regula- 
tion by the Commission." Petitions for writ of certiorari were duly filed with the 
Supreme Court by the Federal Power Commission, the States of Texas, Oklahoma, 
and New Mexico, and Phillips. On November 30, 1953, the Supreme Court denied 
all three petitions.’* Petitions for rehearing were then filed and on January 18, 
1954, the Court set aside its previous orders and granted the petitions for certiorari." 
The case is now pending before the Court, but as of this date has not been set for 
argument. 

Needless to say, the Court of Appeals’ decision reversing the Commission was a 
severe shock to the producing states and the entire natural gas industry. It ac- 
centuated the fears of the producing states that their established conservation and 
regulatory powers were on the threshold of being enveloped by federal jurisdiction. 
The opinion treated the Commission’s findings on the conflict question as “un- 
supportable” and “immaterial,” thus overriding the entire evidence of conflict pre- 
sented by the states. The court said:”° 
But the validity or invalidity of the Commission’s conclusion that Phillips is not a “nat- 
ural-gas company” does not turn upon the evaluation of testimony or upon any facts 


°° 10 F. P. C. 246 (1951). 70 Id. at 277. 

1 Id. at 279. 

72 Wisconsin v. Federal Power Comm’n, 205 F. 2d 706 (D. C. Cir. 1953). 
** 346 U. S. 896 (1953). 74 346 U. S. 934 (1954). 
© 205 F. 2d at 711. 
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peculiar to this case. It turns upon the generic question whether the exemption “pro- 
duction or gathering” in Section 1(b) of the Natural Gas Act covers interstate sales of 
gas by the corporation that produced and gathered it. 


The court further stated with reference to the language in the Interstate case 
regarding conflict with state authority :”® 


The Supreme Court said in the Interstate Natural Gas case: “Where sales, though tech- 
nically consummated in Interstate Commerce, are made during the course of production 
and gathering and are so closely connected with the local incidents of that process as to 
render rate regulation by the Federal Power Commission inconsistent or a substantial 
interference with the exercise by the State of its regulatory functions, the jurisdiction 
of the Federal Power Commission does not attach.” By replacing the Supreme Court’s 
“and” with “or” the Commission reverses the sense. 


Thus by peculiar emphasis on the single word “or” and an impractical twist of 
the term “made during the course,” the Court of Appeals apparently misconstrued 
not only the Supreme Court’s language in the /nterstate case, but also the exemption 
in the Natural Gas Act itself. The Act uses the word “or” in exempting “produc- 
tion or gathering.” There is no apparent logic as to why the Court of Appeals 
permitted its decision to turn upon the use by the Federal Power Commission of the 
word “or” instead of “and” in its findings. 

Only one construction can be made of the above-quoted part of the opinion, and 
that is that an interstate sale of a producer and gatherer is subject to regulation if 
consummated by delivery as the last step in gathering even if conflict between 
federal regulation and state regulatory authority is shown, and that in order to obtain 
the benefit of the rule laid down in the /nterstate case, a sale must be made before, 
rather than simultaneously with, the completion of gathering. One could escape 
federal jurisdiction under such a rule only by making a sale followed by more 
gathering. In view of the fact that a greater part of all gas gathered by independents 
is sold at the end of the process, the Court of Appeals’ opinion is not based on a 
realistic or practical interpretation of the Supreme Court’s /nterstate language. 

It is difficult to understand, too, the treatment which the Court of Appeals ac- 
corded the decision by the Supreme Court of the United States in Cities Service Gas 
Company v. Peerless Oil & Gas Company.” In that case the Supreme Court ap- 
proved the State of Oklahoma’s orders fixing a minimum price on the sales of gas 
made at the wellhead in the Guymon-Hugaton field in Oklahoma. The opponents 
of the order urged that the sales were made in interstate commerce and therefore 
beyond the state’s power to regulate. The Supreme Court, answering this con- 
tention, held :7* 


We recognize that there is also a strong national interest in natural gas problems. But 
it is far from clear that on balance such interest is harmed by the state regulations under 
attack here. 

78 Ibid. 


77 340 U. S. 179 (1950). 
78 Id. at 187. 
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In addition, the Court went on to say that a legitimate local interest was involved 
and that the wellhead price of gas was only a small fraction of the ultimate consumer 
prices.”® 

But the Court of Appeals decided that the Cities Service case was “irrelevant.” 
The court sought to distinguish it from the PAdllips case on the ground that the 
Oklahoma order involved only sales at the wellhead, whereas Phillips’ sales were 
made after production and gathering had ceased and processing had intervened. 
The court recognized that Cities Service’s sales were made at the end of production, 
but said® that such sales were “obviously made during the course of production 
and gathering... .” Apparently overlooked was the fact that in a companion case 
decided the same day,*’ the Supreme Court held that Oklahoma’s power was not 
limited where the first sale occurred at the conclusion of gathering. This conclusion 
of the Court of Appeals would lead to a peculiar application of the Natural Gas 
Act in that the interstate sale of a producer at the wellhead at the end of production 
would be exempt, but the interstate sale of a gatherer at the end of processing would 
be subject to the Act. 

One of the underlying principles upon which the Commission based its orders 
in the Phillips case is the relationship of price to conservation. Concerning that 
relationship the Commission found:** 


. there is a direct relation between price and conservation, an important concern 
in the regulation of each of the states. Even though a producer be allowed a reasonable 
return on actual legitimate investment, our fixing of maximum rates for his sales would 
run counter to State conservation efforts, through the fixing of minimum wellhead prices 
or otherwise, to insure maximum recovery of gas prior to abandonment of the well. For 
the higher the profit, the longer it is economical to operate the well. And to the extent 
that the producer could obtain a profit higher than that permissible under our maximum- 
price regulation, the longer abandonment would be postponed. Similarly, the higher 
the price paid to the producer and gatherer, the easier it becomes for the State to dis- 
courage by regulation the flaring of gas and to encourage the gathering and marketing of 
such gas. This is particularly true as to casinghead gas. 


Since a state has the power to set the minimum price on sales made at the well- 
head, inevitable conflict would result if the Federal Power Commission assumed 
jurisdiction by setting a maximum price over these same sales. The States of Okla- 
homa and Kansas would be directly affected. 

In the case of Texas, however, the policy is to permit free competition to control 
the price. The Railroad Commission of Texas has refused to set a minimum price 
for sales of gas in the field, and the legislature has failed to pass a minimum price 
bill, although several such bills have been introduced during recent sessions. If the 

°° Cities Service case, 340 U. S. at 187. See also Hines H. Baker, Natural Gas for the Future, ad- 


dress delivered before the American Gas Association, St. Louis, Mo., Oct. 28, 1953, chart, p. 12, and see 
U. S. Dep’r oF INTERIOR, BuREAU oF MINES, MINERAL INDUsTRY SURVEYS, MINERAL MARKET Rep. No. 
MMS2229 (Nov. 9, 1953). 

*° 205 F. 2d 706, 710 n.g (D. C. Cir. 1953). 

*? Phillips Petroleum Co. v. Oklahoma, 340 U. S. 190 (1950). 

*? Re Phillips Petroleum Co., 10 F. P. C. 246, 279 (1951). 
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Federal Power Commission fixed a maximum price for field sales in Texas, the 
conflict with Texas’ conservation policies would be no less than in the case of 
Oklahoma. 

Naturally, che recent grant of certiorari in the Phillips case offers much encour- 
agement. It is noped that the long struggle to end the threat of federal interference 
with state conservation and regulatory powers will be set at rest. In any event, the 
states will not give up the fight to protect their regulatory powers over conservation 
which are so necessary to the welfare of both the state and the entire nation. 











SOME CONSEQUENCES OF FEARS BY INDEPENDENT 
PRODUCERS OF GAS OF FEDERAL REGULATION 


Rosert E. Harpwicke* 


This article deals with some of the problems of independent producers of natural 
gas’ that are created by the fear that sales of their gas to an interstate transmission 
line (long line) may subject them to regulation by the Federal Power Commission 
under the Natural Gas Act.’ If this fear is not removed, the supply of natural gas 
available to long lines may be insufficient before many years to meet the needs of 
present consumers. Moreover, the prices for gas to consumers mdy go considerably 
above present levels. It follows that the ultimate consumers of natural gas, especially 
householders, should be keenly interested in removing the causes of those fears. 

In other articles in this special issue of Law and Contemporary Problems will 
be found comprehensive discussion of the Natural Gas Act, including the jurisdic- 
tional provisions and their interpretation by the Federal Power Commission and by 
the courts. Therefore, this article does not purport to establish the scope or meaning 
of the jurisdictional provisions, especially those quoted below in footnote 2 that ex- 
empt from jurisdiction “the production or gathering of natural gas,” and also exempt 
certain sales and transportation. Neither does this article purport to establish the 
activities that are or ought to be included as part of production, nor what consti- 
tutes gathering, nor where gathering ends.* 


* LL.B. 1911, University of Texas. Member of the Texas bar (Chairman Mineral Section, 1950-1951); 
member of the Fort Worth and American (Chairman Mineral Section 1939-1940) Bar Associations. 
Associate and Chief Counsel, Petroleum Administration for War, 1943-1946. Special Lecturer, Grad- 
uate School of Law, Southern Methodist University, 1951. Member of Official Editorial Board, Texas 
Law Review. Author of books: PETROLEUM aNp Natura Gas BiBLioGRAPHy (1937); ANTaTRUsT Laws, 
ET AL. V. Unrr OPERATION OF O1L or Gas Poors (1948); and chapters in several books; author of articles 
on oil and gas in various legal periodicals and in Atlantic Monthly and the Annals of the American 
Society of Political and Social Science. Partner in Hardwicke, Haddaway and Pope, Fort Worth, Texas. 

*In connection with the Natural Gas Act and in this article, an “independent producer” is a pro- 
ducer of natural gas who is not otherwise a “natural gas company” as that term is defined in the 
Natural Gas Act, 52 Star. 821 (1938), 15 U. S. C. §§715-717w (1952), or who is not controlled by a 
“natural gas company.” The terms “natural gas” and “gas” are here used interchangeably. 

252 Srat. 821 (1938), 15 U. S. C. §§717-717w (1952). The Act, in section 1(b), 15 U. S. C. 
717(b), and section 2(6), 15 U. S. C. 717a (6), reads in part as follows: 

“Sec. 1(b) The provisions of this chapter shall apply to the transportation of natural gas in interstate 
commerce, to the sale in interstate commerce of natural gas for resale for ultimate public consumption 
for domestic, commercial, industrial, or any other use, and to natural-gas companies engaged in such 
transportation or sale, but shall not apply to any other transportation or sale of natural gas or to the 
local distribution of natural gas or to the facilities used for such distribution or to the production or 
gathering of natural gas.” 

“Sec. 2(6) ‘Natural-gas company’ means a person engaged in the transportation of natural gas in 
interstate commerce, or the sale in interstate commerce of such gas for resale.” 

* The mimeographed report entitled, Practices and Problems in Producing, Gathering and Processing 
Natural Gas, made in 1947 by the staff of the Federal Power Commission to the Commission, at page 
84 declares that “a gathering system would usually be regarded as extending to a point beyond the 
gasoline extraction plant and field compressor station, prior to receipt into the transmission system” 
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As a predicate for stating more precisely the scope, of this article, something 
should now be said about (a) the place where and the time when a sale or delivery 
of gas may be made in or near the field where produced, and (b) the various kinds 
of processing of gas that may take place between the wellhead and the trunk line 
of the interstate transporter. 

The producer of gas may sell it direct to a long line, or he may sell it to a 
gatherer who then sells it to a long line. When gas produced from a gas well is 
sold, the delivery to the purchaser is sometimes made at the wellhead, or at a meter 
close enough to the wellhead to be considered as wellhead; sometimes the delivery 
is made elsewhere, either on or off the property. When gas produced from an oil 
well is sold, the delivery to the purchaser is usually not made at the precise wellhead, 
but elsewhere on the property where the wells are located. Even so, the delivery 
may be so close to the well that it may be called delivery at the wellhead. Sometimes 
the delivery is made off the property, but in the field or its vicinity. In making 
contracts and fixing the point of delivery, the parties consider various factors, such 
as how many wells are involved and their location, whether the volume of gas 
produced by such well is small or large, whether the pressure is high or low, whether 
the gas contains liquefiable hydrocarbons, whether it must be treated, and the owner- 
ship of the gathering line. Before the gas enters the trunk line of the interstate 
transmission company, the gas may be, and sometimes must be, subjected to one or 
more processes by the producer, or in part by the producer and in part by the 
gatherer, or even in part by the purchaser from the gatherer. 

These are the things, but not necessarily in this sequence, that may be done to 
the gas after it leaves the well, and before it enters the trunk line of the interstate 
transmission company: (a) The fluid from the well is passed through a separator 
located near the well, in order to separate the heavier hydrocarbons (liquids or oil) 
from the lighter ones (gas); (b) when water vapor is present, the gas is passed 
through a dehydration plant to remove the vapor; (c) when deleterious substances, 
such as sulphur compounds and carbon dioxide, are present, the gas is passed 
through a treating plant to remove these substances; (d) when the gas still contains 
hydrocarbons that may be economically extracted in liquid form, the gas is passed 
through an extraction plant to remove and liquify these hydrocarbons, which may 
be condensate, or natural gasoline, or “liquified petroleum gas” (L. P. G. or bottled 
gas), leaving dry gas (mostly methane and ethane), suitable in quality for use as 
fuel; and (e) when the pressure of the gas to be delivered to the trunk line of the 
interstate transmission company is lower than the trunk-line pressure, the gas is 
compressed so that it will enter the trunk line. The plants, or some of them, to do 
the things mentioned, may be on or off the property of the producer; and the plants 
may be separated or be close together. When all the processing is done by one 





(long line). The meaning of “production” is discussed by Berger and Krash in The Status of Inde- 
pendent Producers Under the Natural Gas Act, 30 Trex. L. Rev. 29, 55 (1951), and by the Commission 
in the opinion filed in the Phillips case, note 4, infra. 
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person, the dehydration, treating, and compression plants may, for convenience, be 
constructed alongside the extraction plant, so that the four separate units compose 


one larger unit. 
We are here concerned with arm’s-length sales and deliveries by independent 


producers to long lines, such sales and deliveries being made at or before the time 
when, and the place where, “gathering” ends, with no transportation of gas that is 
not a part of production or gathering. Even so, the independent producer fears 
that, because of such a sale and delivery, he may be subjected to regulation under 
the Natural Gas Act. This article points out why the fear exists, and what are 
some of the serious consequences, and suggests a remedy. 

The Federal Power Commission has held and declared in several proceedings 
before it that it does not have jurisdiction over an independent producer solely be- 
cause of arm’s-length sales to a company that transports the gas in interstate com- 
merce for resale for ultimate public consumption,‘ but the recent opinion by the 
United States Court of Appeals for the District of Columbia in the Phillips case,° 
Judge Clark dissenting, is read by some lawyers as holding that the Natural Gas 
Act does give jurisdiction over such independent producers,® and is read by others 
as not deciding the question.’ The Supreme Court of the United States has granted 


* An arm’s-length sale means a bona-fide sale after negotiation, not a simulated sale or a sale to an 
affiliate. The holdings of the Federal Power Commission to the effect that it has no jurisdiction because 
of such arm’s-length sales are set forth in detail in the opinions, majority and minority, dated August 
16, 1951, in In the Matter of Phillips Petroleum Company, Docket No. G-1148, 10 F. P. C. 246 (1951). 

® Wisconsin v. Federal Power Commission (Phillips Petroleum Co., et al., intervenors) and associated 
cases, 205 F. 2d 706 (D. C. Cir. 1953). 

* Significance is given by those lawyers to the following statements by the court: 

“Accordingly the Supreme Court has repeatedly upheld the Commission’s authority under the 
Natural Gas Act to regulate the rates at which a producer and gatherer of natural gas sells it, after 
producing and gathering it, to pipeline companies for resale in other states.” (P. 709.) 

“(1) The Commission finds that the sales involved here are sales in interstate commerce of natural 
gas for resale. That finding is not disputed. It follows that no state can regulate these sales. It was 
plain long before the Natural Gas Act was passed that ‘state regulatory power could not reach high- 
pressure trunk lines and sales for resale. This was the “gap” which Congress intended to close.’® 
Federal Power Commission v. East Ohio Gas Co., 1950, 338 U. S. 464, 472-473, 70 S. Ct. 266, 271, 
94 L. Ed. 268. As we have shown, the Supreme Court has determined that Congress closed it.’° 
The Commission now holds in effect that Congress failed to close it.” (P. 710.) 

With respect to sales made at the wellhead, or during gathering or at the end of gathering, the 
significance given to the statement quoted appears to be offset by a footnote reading as follows (205 
F. 2d 706, 710 n.9g): 

“9. Since Phillips’ sales are made after the gas has been gathered into trunk lines, Cities 
Service Gas Co. v. Peerless Oil & Gas Co., 1950, 340 U. S. 179, 71 S. Ct. 215, 95 L. Ed. 190, is 
irrelevant. That case upholds a state’s power, in aid of conservation, to fix minimum prices for 
natural gas sold at the wellhead for interstate movement. Such sales are obviously made during 
the ‘production and gathering’ which Congress reserved to state control, and it ‘is now well 
settled that a state may regulate matters of local concern over which federal authority has not 
been exercised, even though the regulation had some impact on interstate commerce.’”” 

The court seems clearly to say that no jurisdiction would have existed if Phillips had sold the gas 
at the wellhead or during gathering, or at the end of gathering. 

* One issue was whether the sales by Phillips were made during or as an incident to production and 
gathering, making applicable the statutory exemption from jurisdiction of production and gathering. 
The Commission held that the exemption applied. The Court of Appeals declared that the gas gathered 
by Phillips was processed, by removal in plants of some of the heavier hydrocarbons, and was then 
moved through short lines to points where it was sold for interstate transportation and resale. These 
sentences were uses by the court: 
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a writ of certiorari,® but this article will probably be in print before the Court an- 
nounces its decision. If the Court clearly holds that the Natural Gas Act does not 
give to the Federal Power Commission jurisdiction over an independent producer 
solely because he makes an arm’s-length sale of the character under discussion, it 
does not follow that his fears will perforce dissipate, and that sales, heretofore de- 
ferred, will be made to interstate transmission companies. This may seem to be 
odd. It will be so because the producers may still fear that efforts will be made to 
amend the Act, and that it may be amended, to give jurisdiction over such pro- 
ducers by reason of such sales. What, then, are some of the serious consequences 
of these fears? 
Finpinc AND Propuction oF Gas 

A brief sketch of significant facts about finding and producing natural gas may 
be helpful to a better understanding of the problems under discussion. 

Petroleum, considered in its broad sense, is a complex mixture of hydrocarbons, 
with other materials, such as nitrogen, oxygen, or sulphur, present in a small degree. 
Petroleum is found trapped in sections of porous rock, called pools or reservoirs; it 
is now rarely found in commercial quantities at shallow depths, but more often at 
depths considerably greater than 5000 feet. The hydrocarbons, depending on several 
factors—such as composition, pressure, and temperature—may be found in a liquid, 
gaseous, or solid state (oil, gas, and asphalt or bitumens), or in a combination of 
those states. If found wholly as gas, the reservoir or accumulation is called a gas pool 
or gas field, and the gas is called gas-well gas or non-associated gas.’ If the hydro- 
carbons are found to a great degree in liquid form, the reservoir or accumulation is 
called an oil pool or oil field. Some gas is always found in solution in the oil, just 
as carbon dioxide gas exists in solution in a bottle of ginger ale. Frequently, gas 
is found in considerable volume in contact with the oil, but not in solution, with 
the gas occupying the higher portions of the reservoir. This gas is called free gas or 
gas-cap or associated gas. Since gas is always found in solution in the oil, it is 
always and unavoidably produced with oil. The production may also include some 
gas-cap gas. The common name for the gas produced with oil is casinghead gas, 
because, in the early days of the industry, gas produced with the oil was taken or 
vented from the head or the cap that was placed on the surface end of the casing 


(pipe) in the well. 





“Thus Phillips sells the gas after the time and beyond the place at which production and gathering 
are complete and after processing has intervened.” (P. 708.) 

“The exemption of production or gathering does not exempt sales made after production and 
gathering have been completed.” (P. 711.) 

I read the opinion as holding that Phillips was subject to the Act because it did not sell the gas at or 
before the time when, and the place where, gathering ended, but sold it after production and gathering 
had been completed, and processing had intervened. 

® Jan. 18, 1954, causes 280 and 281, 346 U. S. 934 (1954). The application for the writ was denied 
on Nov. 30, 1953, 346 U. S. 896 (1953) but, on motion for rehearing, was granted Jan. 18, 1954. 

*Some pools are called gas-condensate pools, because the hydrocarbons in the reservoir are in the 
gaseous phase, but some condensation takes place in the reservoir with reduction of pressure, and a 
considerable amount of liquids can be obtained at the surface by reduction of pressure or temperature, 
or both. The word “field” describes the general area under which are found one or more “pools.” 
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The term “natural gas” or simply “gas,” for the purpose of this article, includes 
gas-well gas, gas-cap gas, and oil-well gas or casinghead gas. 

The independent producer’? is the member of the petroleum industry who finds 
and owns a large percentage of the gas reserves, and who will find most of the new 
reserves. To a large degree, he is a gambler, sometimes being spectacularly successful, 
but more often a heavy loser, even though financially able to take the losses and stay 
in business, making nothing more than a reasonable profit by averaging failures and 
successes. There is good authority for saying that the value of all the oil and gas 
produced to date is less than the money spent in searching for and producing it, and 
it is doubtful whether the value of the proved reserves will make up the deficit.” 

In spite of the almost unbelievable advance in the last 30 years in the science of 
finding new reserves, the records show that, on the average, only one out of nine 
wildcats (wells drilled in search of petroleum in areas where petroleum is not 
known to exist or on structures not yet producing) finds oil or gas.’? Though the 
ninth well, on the average, finds oil or gas, it does not follow that the venture is 
successful, or that the explorer has struck it rich. 

The Independent Petroleum Association of America, using the information ap- 
pearing in the January 1951 Bulletin of the American Association of Petroleum 
Geologists, distributed a card on which the risk element in wildcatting or hunting 
for new sources of petroleum was expressed as follows: 

(a) There is one chance in 4o of finding a gas field. 

(b) There is one chance in 16 of finding a very small oil field, and often the 
production will not repay the investment and expenses. 

(c) There is one chance in 53 of finding a small oil field, one that would supply 
the United States from four hours to two days. 

(d) There is one chance in 330 of finding a medium sized oil field, one that 
would supply the United States from two days to one week. 

(e) There is one chance in gg of finding a large oil field, one that would supply 
the United States for a week or more. 

(f) The average cost of the wells was $90,000 per well. 

The average cost of all wells drilled in the last few years is more than $100,000 
per well,’* with the average cost of wildcats being greater. Although technology 


» For definition, see note 1 supra. 

™ Cart Coxe Rister, Ort! Tiran of THE SouTHWEsT 394 (U. oF OKLA. Press, 1949). 

*8In the Bulletins of American Association of Petroleum Geologists, Jan. 1951 and June 1953, will 
be found statistics with respect to exploratory drilling, and the odds that are applicable. World 
Oil for Feb. 15,1954, contains much information as to the results from exploratory drilling. An article 
on the subject begins on page 89. It appears that in 1953 exploratory wells numbered 10,675, of which 
9,254 Were non-productive, and 1,421 were productive or found petroleum. A news dispatch says 
that late in February oil was discovered in Nevada, and that 75 dry holes were drilled before the 
discovery was made. As yet, it is not known whether the discovery may be classed as a profitable one. 
The Nevada record indicates clearly the hazard of wildcatting, and the disappointment that is likely to 
take place if a wildcatter thinks that he will find oil or gas in at least one of every nine wells drilled 
by him. Time, Mar. 1, 1954, p. 86. A picture of the well appears in Life, Mar. 8, 1954, Pp. 44. 

** Hardwicke, Oil-Well Spacing Regulations and Protection of Property Rights in Texas, 31 Tex. L. 
Rev. 99, 111 (1952). The average cost for the period 1945-1949 was stated to be about $78,000. 
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has greatly improved the chance of finding subsurface structures that might be traps 
for oil or gas, it still takes the drill to tell whether either has been trapped, and in 
what quantities.’* 

Propuction Nor Pusiic Uritiry Function 


Is there any doubt that the business of finding and producing oil and gas at a 
profit involves risks that are formidable? The business is highly competitive and 
speculative; the producer does not dedicate his properties to public service; and he 
receives no benefits of a monopoly, as does a public utility. Stated differently, the 
finding and producing of oil and gas do not constitute a public utility function, 
and the profits to be made on the sale of gas by independent producers should not 
be regulated any more than the profits on coal or iron, or steel or pipe, merely be- 
cause the product is purchased by a public utility or by an interstate natural-gas 
transmission company that is regulated under the commerce clause of the Consti- 
tution as if the company were a public utility.’ 


GROWTH OF MARKETING OF Gas 


For many years in the southwest, a large percentage of the natural gas had 
little value. Indeed, in many areas for a long time it could not be given away. 
Many wells in gas fields were capped. Much of the casinghead gas was dissipated 
(flared or vented) for the lack of a market or any prospect of a market. The oil 
was needed, but not the unmarketable gas that was unavoidably produced with the 
oil. To have saved the gas produced with the oil would have required the shutting 
down of the oil wells, with no benefits that justified such drastic action.1® Fortu- 
nately, better conservation practices and markets for gas have brought about a 
material reduction in the dissipation of oil-well gas. 

Members of the petroleum industry have in the past searched for oil pools, not 
gas pools, and, with few exceptions, that is now the situation. The finding of addi- 
tional reserves of gas still remains an incident to the search for oil. It follows, of 
course, that, if gas has substantial value, there will be greater stimulus for explora- 
tion than if gas had little or no value. 

With the construction of large, high pressure, interstate pipe lines, particluarly 
in the 1930’s and after World War II, reaching north and northeast to large 





Costs and average depth have materially increased since 1949. In the Sept. 1953 issue of World Oil, the 
average cost of drilling all wells, development and wildcat, was stated as being $105,000. 

™* The geologist, the geophysicist, and other scientists, even in areas where no oil or gas has been 
found, are now able to “look” far beneath the surface of the earth, and usually can trace formations with 
extraordinary accuracy; however, a report to a prospector does not say that, if you drill, you will find 
oil or gas in a specified area. The report usually goes no further than to say that certain conditions or 
structures are indicated that might serve as a trap for oil or gas. The prospector may even be certain 
of the structure, and it may exist precisely as indicated by the scientist, but it takes the drilling of a 
well to tell whether oil or gas is present. 

*® Rex Baker, in A Free Market for Natural Gas Is Essential, a paper before the annual meeting 
of the New Mexico Oil and Gas Association on Dec. 2, 1953, gives his reasons for saying that production 
of gas is not a public utility function, and that the regulation of field prices for gas sold by independent 
producers is wrong in principle. 

*® Hardwicke, Adequacy of Our Mineral Fuels, 281 ANNALS 55, 61 (May, 1952). 
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centers of population, the demand for gas increased, and better prices were offered 
or appeared to be likely; consequently, in recent years and in many instances the 
finding of a gas pool instead of an oil pool has not been the disappointment that it 
had been. 

GrowTH OF TRANSMISSION LinEs AND MARKETS 

In many parts of the country, but especially in the Appalachian and Mid-Con- 
tinent areas, natural gas had been transported considerable distances and marketed 
long before 1925,!7 but that year may fairly be selected as the beginning of a new 
era for the natural gas industry. The natural gas resources of the nation in 1925 
were estimated to be 23 trillion cubic feet, and in 1930 as 46 trillion cubic feet,’® 
with only a small fraction of the reserves being marketed. In the petroleum industry 
“reserves” of oil or gas means supplies that have been proved to exist by the drilling 
of wells, and that can be produced and sold economically. 

Gas was found in the Monroe Field in Louisiana in 1916, and in the Panhandle 
Field of Texas in 1918, but production from those reserves went slowly until about 
1925, because the gas had little value, some being used locally as fuel, and in the 
manufacture of carbon black. About 1925, drilling had shown the existence of huge 
reserves of gas in those two fields. This proof, together with extraordinary tech- 
nological improvements in high-pressure transmission of gas, were prime factors 
that stimulated the construction of several long and large high-pressure lines from 
those areas to the north and east.'® No doubt, another factor was the ease with 
which companies could be financed in the last half of the 1920’s. By 1934, customers 
in 32 states were being supplied with natural gas, largely from these three areas of 
great reserves: Panhandle Field in Texas, Monroe Field in Louisiana, and Hugoton 
Field that now lies partly in three states, Kansas, Oklahoma, and Texas. Some of 
the interstate lines were 24 inches in diameter, and 1200 miles long.”° 

A number of these new interstate transmission companies, instead of relying on 
purchases of gas from producers on long-term contracts, adopted the policy of ob- 
taining gas rights on enormous tracts of proved or semi-proved or likely gas lands 
in the southwest, particularly in the Panhandle of Texas. The cost was not great. 
Huge areas of these lands were soon proved to be rich in gas. In many instances, 
it appeared that the long line could produce from its own wells considerably more 
gas than was needed to supply its customers. This ownership of gas by the long lines 
minimized the need for purchasing gas from others, though long-term contracts 
could have been made, and many were made, at very low prices, such as three cents 
or less a thousand cubic feet (M.C.F.). A large number of producers who had gas 


*7 Joun Stockton, RicHarp C. HeNnsHaw, AND RicHarp W. Graves, Economics oF NaTuraL Gas 
IN TEXAS 152-154 (1952); ErtcH W. ZiIMMERMANN, Wor.tp Resourcrs AND INpusTRIES 562 (Rev. ed. 
1951). 
*®Commitrers or AmericAN Gas Association, Gas Facts, 1952 Data 24 (Table 7) [hereinafter 
cited as Gas Facts, 1952 Dara]. 

*® SrockTon, HENSHAW, AND GRAVES, op. cit. supra, note 17, at 154: G. A. Warner, Texas OIL AND 
Gas SINCE 1543 ¢. 7 (1939); RISTER, op. cit. supra note 11, at 272-283. 

*° SrocKToN, HENSHAW, AND GRAVES, op. cit. supra note 17, at 154. 
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wells and large reserves could not sell their’ gas to the long lines, even at very low 
prices. Other markets were few, and prices were low. The many extraordinary 
complications, dissipation of gas, and lawsuits that resulted from the situation in 
the Panhandle Field have been told by Maurice Cheek. An account of the situation 
in the Monroe Field has been written by Yandell Boatner. The events need not be 
sketched here.”* It is clear, however, that the low prices for gas under the long- 
term contracts that were made in the period 1925-1935, and the low prices paid by 
the long lines for enormous areas that were later proved to be huge reserves of gas, 
brought about some of the problems under discussion in this article, a basic factor 
being low wholesale prices by long lines to distributing companies, and prices to 
consumers at levels far below prices applicable to competing fuels, such as coal and 
oil. 

The World-War-II period delayed further expansion of transmission and distribu- 
tion facilities for natural gas, but unusual activity began again as soon as the war was 
over and materials could be had. One company, Texas Eastern Transmission 
Corporation, purchased from the United States two large pipelines that were 
built during World War II to transport oil and products to the east coast. They 
were known as the Big Inch (24 inches in diameter, with more than 1200 miles of 
main line) and the Little Inch (20 inches in diameter, with approximately 1500 miles 
of main line). Those lines were then adapted for the transmission of natural gas. 
Forty-one states, at the beginning of 1953, were being served with natural gas.”* The 
only section of the country not being served at that time was the Pacific northwest,” 
and the people of that section may, before very long, be burning natural gas trans- 
ported from Canada or from the San Juan Basin in Colorado and New Mexico. 
There are now many more miles of gas pipe lines in operation in the United States 
than of railroads.” 

The natural-gas industry has matured since 1935, now being an important unit 
in our economy, as a few facts will show. Proved reserves of natural gas have in- 
creased from about 23 trillion cubic feet in 1925, to approximately 200 trillion cubic 
feet on January 1, 1953, and to about 211 trillion cubic feet on January 1, 1954.7° 


*1 LecaL History oF CONSERVATION OF O1L AND Gas—A Symposium 61 and 269 (1939); StocKToNn, 
HENSHAW, AND GRAVES, Of. cit. supra note 17, at 213. 

22 Henry Ozanne (Ep.), THE Gas Recorp 1 (1953); see JoHN W. Frey anp H. CHANDLER IDE 
(Eps.), A History OF THE PETROLEUM ADMINISTRATION FOR War 104 (1946), for considerable in- 
formation as to the Big Inch and Little Inch lines. 

28 Earl H. Eaker, President of American Gas Association, in Press Release in the nature of a review 
and forecast, dated Dec. 31, 1953, and digested in Oil and Gas Journal, Jan. 4, 1954, p. 49. 

2“ Eaker, in press release cited in note 23 supra, says that at the end of 1953 there was 394,000 miles 
of gas lines, a distance equal to 16 times around the earth. An excellent account of the growth of the 
natural gas industry is found in Economics of Growth Industry, Business Week, Sept. 26, 1953, pp. 85- 
108. 

25 Gas Facts, 1952 Data, op. cit. supra note 18, at 24, for reserves from 1925 through 1945; 
STocKTON, HENSHAW, AND GRAVES, op. cit. supra note 17, at 118, for period 1937-1951; the annual re- 
port in booklet form for 1953 of the American Gas Association and the American Petroleum Institute 
gives the gas reserves as of Dec. 31, 1953, at about 211 trillion cubic feet. Joseph A. Kornfield, in the 
Oil and Gas Journal for Jan. 1, 1954, at page 193, estimates the reserves at the end of 1953 at more 
than 205 trillion cubic feet at 60° F. and 14.65 psia. A similar estimate appears in World Oil, Feb. 15, 


1954, p. 163. 
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Thousands of persons and companies are now engaged in producing gas."* The 
marketed production has expanded from 2 trillion cubic feet in 1920, to about 3 
trillion in 1940, to more than g trillion in 1953. It is believed that the figure will be 
considerably higher by the 1955-1956 heating season,”" if it be assumed that enough 
of the reserves will be made available to the long lines. Natural gas now supplies some 
25 per cent of the country’s energy. The demand seems to be insatiable for the con- 
venient, premium fuel, at least at present prices, or even at prices that are equivalent 
to prices for coal and heating oils. One company in Ohio had a waiting list of 
70,000 householders, and Chicago, a list of 135,000, by the end of 1952.78 A similar 
situation exists in many other areas. 

According to a government publication, the number of residential customers of 
natural gas increased from 15,683,000 in December 1951, to 18,138,000 in June 1953.7” 
The number has increased at least 150 per cent since 1940, with one estimate of 
more than 20,600,000 at the end of 1953, with the volume of sales also at a new high, 
and with little indication of any slackening of demand.*° 


PresENT Reserves, Prices, AND DEMANDS 
This, then, is at least part of the present situation: 
(1) Gas reserves are great, being approximately 211 trillion cubic feet on January 


1, 1954. The trend continues upward. 
(2) About 86 per cent of the nation’s reserves are in the southwest, with more 


than 50 per cent of the total in Texas, about 16 per cent in Louisiana, 7 per cent in 


2° Hines Baker, Natural Gas for the Future, The Petroleum Engineer, Drilling and Producing Edi- 
tion, Feb., 1954, pp. E-2, E-4, and The Humble Way, November-December, 1953, pp. 5, 7. Foster, in 
Production and Gathering Under the Natural Gas Act, PRocEEDINGS OF SECTION OF MINERAL Law, 
AMERICAN Bar ASSOCIATION 11-12 (1951), with supporting references, says that in 1949 there were 
more than 30,000 producers of oil and gas, and more than 2300 independent producers and gatherers 
who were selling gas to interstate lines. 

27U. §. Dep’r oF INTERIOR, PETROLEUM ADMINISTRATION FOR DEFENSE GAs REQUIREMENTS AND 
Suppies oF THE Gas UTILITY TRANSMISSION AND DisTRIBUTION INDUSTRY, 1950-1955 II, 17, 28, 29, 30 
(1952); Bureau oF STaTisTics OF AMERICAN Gas AssociATION, GAs REQUIREMENTS AND SUPPLIES OF THE 
Gas Urtitiry anp Pipe Line Inpustry 16, 23, 49, 53 (1953). 

*® Economics of Growth Industry, Business Week, Sept. 26, 1953, pp. 85-108. The Daily News 
Digest of Sept. 21, 1953, published by the Federal Power Commission, quotes a dispatch saying that the 
Chairman of the Public Utility Commission of Ohio estimated that nearly 125,000 home-heating applica- 
tions were on file in Ohio, but natural gas to serve them was not available. 

?°U. S. DEPARTMENT OF COMMERCE, SURVEY OF CURRENT Business S-26 (Dec. 1952); id. at S-26 
(Dec. 1953). 

*° Eaker, supra note 23, passim; in Gas Facts, 1952 Data will be found Table 59 on page 92 show- 
ing natural gas customers by classes of service (residential, commercial, industrial, and others) from 
1932 through 1952. World Oil, Feb. 15, 1954, p. 156, gives the number of residential consumers in 
1953 as 24,285,000. Many writers have sketched the extraordinary growth in the last 25 years of 
the natural gas industry, such as: Davis, Natural Gas at the Beginning of 1950, a talk before the 
Boston Club, Harvard Business School, Jan. 25, 1950, and Natural Gas in an Expanding Economy, 
Propuction Butt. No. 238 36 (AM. Per. INst., 1952); PRESIDENT’s MATERIALS Poticy CommM’N, RE- 
SOURCES FOR FREEDOM, VoL. 3, THE OuTLOOK FoR ENERGY REsouRCES 15 (June, 1952); Baker, supra note 
26; OZANNE, op. cit supra note 22; Business Week, Sept. 26, 1953, supra note 24; Stockton, HENsHAW, 
AND GRAVES, op. cit. supra note 17; ZIMMERMANN, OP. cit. supra, note 17, at 35; Boom in Natural Gas, 
Life, March 10, 1952, p. 89; Francis, Federal Regulation of Interstate Shipment and Sale of Gas, Fourtu 
ANNUAL INsTITUTE ON Ort anp Gas Law anp TAXATION 103 (SOUTHWESTERN LEGAL FouNDATION, 1953). 
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Kansas, 7 per cent in New Mexico, 6 per cent in Oklahoma, and about .5 per cent 
in Arkansas.*! 

(3) Prices in the field to the producers for gas for all purposes, including carbon 
black, are still low, though they have on the average increased in the last few years, 
such as an increase in Texas from an average of 2.6 cents M.C.F. in 1945, to 5.4 cents 
M.CLF. in 1951, with 80 per cent of the Texas gas bringing producers less than 7 cents 
M.C.F., and go per cent less than 11 cents M.C.F.** The average is now somewhat 
higher, yet the wholesale prices for gas at consuming city gates are about the same 
as in 1939, while prices generally have increased materially, with prices for coal 


and heating oils doubling.” 

(4) The prices paid by consumers of natural gas are bargain prices for a con- 
venient, premium, clean fuel that is easy to control with a thermostat, such prices 
being far below those applicable to competitive fuels.** 

(5) The residential consumer demand for natural gas will probably remain 
unsatisfied as long as that disparity in prices exists. The convenience of gas 
will no doubt keep it in demand though prices be slightly higher than equivalent 
prices for competitive fuels. 


51 Gas Facts, 1952 Data 19-20. The chart on page 19 of the book shows the southwest as having 
77.4 per cent of the nation’s reserves, which does not appear to be accurate if calculated from the figures 
given on page 20. Apparently, some of the states mentioned are included in the midwest or Rocky 
Mountain section, instead of the southwest. Stockton, HENSHAW, AND GRAVES, op. cif. supra note 17, 
at chapter 5, gives the figures for December 31, 1950, with Texas having 55.2 per cent of the nation’s 
reserves, Louisiana 15.4 per cent, Kansas 7.4 per cent, Oklahoma 6.3 per cent, New Mexico 3.8 per cent, 
Arkansas .5 per cent, making a total of 88.6 per cent of the nation’s total. The recent estimate by 
Kornfield for January 1, 1954, gives total reserves as more than 205 trillion cubic feet, with 106 trillion, 
or about 57 per cent of the total, in Texas. Oil and Gas Journal, Jan. 25, 1954, p. 193. (Report No. 
8, by the American Petroleum Institute and the American Gas Association, just published, giving 
reserves as of Dec. 31, 1953, shows no material changes in 1953 in the state percentages given in the 
text for 1952.) 

®2 Rather, in a paper before the Texas Independent Producers and Royalty Owners Association, 7th 
annual meeting on Mar. 31, 1953. Rather said that the average price paid by one long line to 
producers on the Texas Gulf Coast was 6.46 cents M.C.F. on January 1, 1952, and 8.54 cents M.C.F. 
in the same fields on February 1, 1953. Stockton, HENsHAW, AND GRAVES, Op. cit. supra, note 17 at 
263. In Tipro Topics, published by the association mentioned, the November and December issues of 
1953, and the January issue of 1954, contain a list of prices being paid by purchasers in three different 
fields in Texas. The range between high and low is considerable, such as 7 cents to 9-% cents M.C.F. 
in Carthage, 1-3/4 cents to nearly 10 cents in San Salvador, and about 2-2/3 cents to 9 cents by some 
companies in areas of the Panhandle. See Comment, Federal Price Control of Natural Gas Sold to 
Interstate Pipe Lines, 59 Yave L. J. 1468, 1486 (1950). 

*3 Baker, supra note 26, at E-2, and in The Humble Way, pp. 6-7. The chart in Humble Way 
shows the facts clearly. A similar chart appears on page 257 of Gas Facts, 1952 Dara, and in Business 
Week, Sept. 26, 1953, p. 96, note 24 supra. 

5*See note 33 supra; PRESIDENT’s MATERIALS PoLicy Commission, RESOURCES FOR FREEDOM, op. cit. 
supra, Note 30, at 18; in Business Week, note 28 supra; SrockTon, HENSHAW, AND GRAVES, op. cit. 
supra note 17, at 256; Falck, Impact of F.P.C. Rate Regulation on Natural Gas Production, 51 Pustic 
Utitiry FortnicHtLy 420 (Mar. 26, 1953). Davis, in Natural Gas in an Expanding Economy, Pro- 
DucTION BULL. No. 238, supra note 30, at 36, says that in many areas the annual cost of heating an aver- 
age home was $200 for oil, $145 for bituminous coal, and $90 for gas. There is no need to give citations 
to statements by many other writers who have declared that prices of natural gas to consumers, on the 
whole, are at bargain levels, and that generally the prices paid to producers by long lines are on the 
low side. A good review of field prices (prices to producers) is given in Comment, Federal Price 
Control of Natural Gas Sold to Interstate Pipelines, 59 Yave L. J. 1484 (1950), and Holloway, State 
Regulation of Minimum Field Gas Prices, 4 Oxia. L. Rev. 69 (1951). 
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(6) There is no certainty, however, that a sufficient supply will be available to 
meet the demands of present consumers, much less the demands of additional ones, 
unless the producers get higher prices, and it is made certain that the Federal Power 
Commission has no jurisdiction to fix the prices paid to independent producers, or 
to regulate their operations, merely because of arm’s-length sales to long lines. 

It will be remembered that, prior to the building of the earlier interstate trans- 
mission lines, the market for gas in the southwest was limited, and in some areas 
was nonexistent. The construction of the long lines between 1925 and 1940 im- 
proved the situation, but many of them had their own reserves, and could supply 
a large part or all of their needs from their own wells. Moreover, the competition 
among the long lines for contracts with producers was not strenuous. There was 
no need for it, as the producers were anxious to sell. A buyers’ market existed. 
Obviously, this placed the companies in a fine bargaining position when they chose 
to negotiate contracts. Most of the long lines that were built before 1940 were able 
to make contracts with producers, usually for 20 years or more, at fixed prices that 
were quite low. Some, but not many, of the contracts contained an “escalator 
clause,” providing for increases in prices at stated dates, but, as the starting level was 
low, this did not ordinarily result in an increase during the latter part of the term 
of those old contracts so that the prices approximated those paid under later con- 
tracts. 

ProsLeMs CREATED BY THE Naturat Gas Act 


We now come to serious additional problems for the producer of gas that were 
created by the passage of the Natural Gas Act in 1938,°° and the method used by 
the Federal Power Commission, approved by the Supreme Court of the United 
States, to value properties of the long lines for rate-making purposes. Other articles 
in this special issue of Law and Contemporary Problems will discuss in detail the 
problem of rates.*® In brief, instead of following the traditional methods for de- 
termining the fair value of properties and facilities used in the business, the “pru- 
dent investment” or “depreciated cost” method was adopted, and a rate of 61, per 
cent was allowed on the value so determined. The depreciated cost of the prop- 
erties from which the gas was produced was, of course, lumped with other assets, 
and the permitted rate was 6'4 per cent.*’ To illustrate, if a long line acquired for 


85 52 Strat. 821 (1938), 15 U. S. C. §§ 717-717w (1946). 

°° Francis, Rate Regulation of Natural Gas Companies by the Federal Power Commission, infra; 
Klein, Accounting Aspects of Utility Rate Regulation, infra. 

87 4 lower rate, 5% per cent, was allowed Northern Natural Gas Company, Docket No. G-1382. 
95 P.U.R. (N.s.) 289 (1952). The switch from the “fair value” basis, established in 1898, often called 
the Smyth v. Ames (169 U. S. 466) formula, to “prudent investment” or “depreciated cost” basis, began 
with Federal Power Commission v. Natural Gas Pipe Line Co., 315 U. S. 575 (1942), and was clearly 
established in Federal Power Commission v. Hope Natural Gas Co., 320 U. S. 591 (1944). These articles 
in legal periodicals discuss the change in method and some of its consequences: Bonbright, Contributions 
of the Federal Power Commission to the Establishment of the Prudent Investment Doctrine of Rate-Making, 
14 Gro. WasH. L. Rev. 136 (1945); McCreery, The Legal Consequences of the Interstate Natural Gas 
Company Decision and Related Cases, 19 Miss. L. J. 153, 180 (1948); Newcomb, Effects of Federal Regu- 
lation Under the Natural Gas Act upon the Production and Conservation of Natural Gas, 14 Gro. L. REV. 
217 (1945), and Federal and State Regulation of Gas Utilities, First ANNUAL INsTITUTE ON OIL AND 
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$100 the gas rights on a large area; if drilling proved that every acre was rich in 
gas; and if the proof showed that the market price for gas in the field was 1o cents 
M.CLF., and the property could be sold for $10,000,000, the value of the property for 
rate purposes would not be $10,000,000, but its depreciated cost which would be $100 
or less. The permitted rate would be 64 per cent, perhaps less, on that value, no 
matter how much gas was produced and marketed that had a field value of 10 cents 
M.C.F. Under such a method, the company would virtually give away its gas if i! 
elected to produce it and sell it in interstate commerce for resale.** 





Gas Law anp TAaxaTIon 96, 136: (SOUTHWESTERN LEGAL FouNDATION 1949); Comment, Federal Price 

Control of Natural Gas Sold to Interstate Pipe Lines, 59 Yate L. J. 1468, 1478 (1950); Comment, 

Jurisdictional Conflicts Under the Natural Gas Act, 17 U. or Cui. L. Rev. 479 (1950); Francis, supra 

note 30, at 108. See also articles by (a) Messrs. Merrill, Kulp, and Hervey, (b) Carl I. Wheat, (c) 

Charles V. Shannon, (d) Richard B. McIntire, and (e) Ralph E. Davis in Quarterly Bulletin of the 

Interstate Oil Compact Commission (Nos. 1 & 2), June, 1945. There are other articles in the 

Bulletin concerning natural gas, including such subjects as reserves, conservation, carbon black, under- 

ground storage, and petrochemicals. 
®8See note 37 supra. C. H. Hinton, Vice President of Panhandle Eastern Pipe Line Company, in 

testimony before the Federal Power Commission on Jan. 30, 1953, said that the return allowed on some 
of the gas produced by his company was “less than nothing,” because depreciation had wiped out cost. 

Another illustration will reflect the problems, and the illustration is no more fanciful than the actual 

situation stated by Mr. Justice Jackson in his concurring, yet dissenting opinion in Colorado Interstate Gas 

Co. v. Federal Power Commission, and companion case, 324 U. S. 581, 610-612 (1945), where he ob- 

served (p. 610) that the “cases vividly demonstrate the delirious results produced by the rate-base method” 

used by the Commission. 

The illustration: 

(1) An oil company is organized with a capital of $2,000,000. 

(2) It buys, for $1 an acre, leases on nine widely separated blocks of 10,000 acres each. 

(3) A well is drilled on each at a cost of $100,000 for each well. 

(4) Eight of the wells are non-productive, resulting in a loss of $880,000. The ninth well finds a rich 
reserve of gas; that block has a market value of at least $3,000,000; and the gas has a market value 
in the field of 10 cents M.C.F. 

(5) The company considers selling the gas as produced to an interstate transmission company for a 
20 year period. The attorney for the producing company points out that such a sale may subject 
the company to jurisdiction of the Federal Power Commission, with the chance that the returns 
of the company will be limited to 6% per cent on depreciated cost, equivalent to fixing the sales 
price for the gas sold. 

The attorney also says that it is doubtful whether, if jurisdiction exists, the cost of purchasing the 
eight blocks and drilling the eight dry holes, a total of at least $880,000, can be charged as 
expense, to be deducted from income from sale of gas produced from Block No. 9, but it appears 
that the Commission has heretofore taken the position that the expense of drilling any dry holes on 
a producing tract of a natural gas company is a proper allowance, as the company would then 
be in the gas producing business, deliberately developing its property for gas. Printed report of 
Commissioners Olds and Draper in Natura Gas InvestiGATION (Docket No. G-580) at page 117, 
and similar reports by Commissioners Smith and Wimberly at page 196. 

If the depreciated cost method should be used, the company’s return would be limited to 6% per 
cent or less on $10,000, with proper deductions for expense, which might or might not include the 
$880,000 applicable to the eight blocks. 

The permitted return on a depreciated cost basis would be so low that the company would 
virtually be giving its gas away. 

The permitted return on a depreciated cost basis would be insignificant when compared with the 
return that would obtain if based on the fair value ($3,000,000) of the producing tract at the time 
the sales contract with the long line was being considered, with deductions for the expenditures in 
connection with leasing and drilling operations carried on to find oil and gas. 

(10) The return would also be insignificant when compared with the income to the producer, if in an 
open market under competitive conditions, he should sell the gas for 10 cents M.C.F. and not be 
subjected to regulation by the Federal Power Commission. 

The reluctance of the producing company to take the risk of regulation and price fixing by selling gas 
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(After this article was sent to the printer, the Federal Power Commission, on 
April 15, 1954, in Re Panhandle Eastern Pipe Line Company, Docket Nos. G-1116 
et al., by Opinion No. 269, changed the rate-base method by adopting, briefly stated, 
weighted average arm’s-length prices for identical gas in the field where produced. 
Doubtless anticipating such action, Senator Ferguson of Michigan had earlier intro- 
duced a bill, S. 3178, to require the Commission to use the depreciated-cost for rate 
making purposes. No one knows the outcome or what method will or must be 
used.) 

One long line company sold some of its non-producing properties, virtually 
proved reserves, in order to obtain their value. The Federal Power Commission 
brought suit to restrain the sale, asserting that the sale would impair the ability of 
the company to supply its customers, and that no such sale could be made without 
first obtaining permission from the Commission. The Supreme Court of the United 
States held in favor of the company.®® 

It remains to be seen whether other long lines will make sales of some of their 
properties in order to avoid the application of a method of fixing rates that in effect 
places a value on the gas produced that is far below the market value of gas in the 
field. Certain it is, as will be shown, that the long lines have materially reduced 
production from their reserves. Of course, in many instances a rate base that used 
the present value of properties or the market value in the field of gas would result 
in a large profit to those lines that acquired properties at bargain prices. It is also 
true that in some instances depreciated cost might be greater than actual value, and 


some producers or long lines might benefit.“ This is not the place to deal with rate 
making applicable to long lines of natural gas companies, except to say that, what- 
ever the method, it produces consequences that bear on production, reserves, and 
prices to ultimate consumers, and also influences the actions of independent pro- 
ducers and the long lines. 

It appears that the long lines in 1945 controlled approximately 35 per cent of the 
gas reserves;*? that they could produce about 4o per cent of their needs;*? and that 





to the interstate transmission company is understandable. Logically, the company would try to sell the 
gas for use in the state, or would sell the producing tract for its value ($3,000,000). The purchaser 
might be willing to sell the gas to a long line, even if that gave jurisdiction to the Federal Power 
Commission, for the cost to him ($3,000,000) would be used in determining permissible returns. 
It has been assumed that the original producing company was an independent producer, not a natural 
gas company, and had not dedicated the property to public service. Otherwise, the purchaser of the 
producing property would take the risk that the original cost might be used if his sale of gas to the 
long line gave jurisdiction. The risk would be based on the possibility of the application of Section 
201.01-29 of the Uniform System of Accounts of the Federal Power Commission (18 Cope Fen. Recs. 
§201.01-29 (1949)), reading as follows: “ ‘Original cost,’ as applied to gas plant, means the cost of 
such property to the person first devoting it to public service.” 

8° Federal Power Commission v. Panhandle Eastern Pipe Line Co., 337 U. S. 498 (1949). 

*° Shannon, supra note 37, at 44. 

“2 SrockTon, HENSHAW, AND GRAVES, op. cit. supra note 17, at 146. The printed report of Com- 
missioners Smith and Wimberly, made in 1948 in Naturat Gas INveEstiGATION (Docker G-580), and 
cited herein as SmirH-WimBERLY 1948 Report, at 62, uses 35 per cent. Rayburn L. Foster, in Pro- 
duction and Gathering Under the Natural Gas Act, at page 8 of the report of the PRocEEDINGS OF THE 
SEcriON OF MINERAL Law, AMERICAN Bar Ass'n (1951), says that the independents at that time owned 
87 per cent, and the long lines 13 per cent, of the proved reserves, a considerable change since 1945 
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they did produce 35 per cent of their requirements in 1945, but now produce only 
15 per cent.** The situation may be explained in part by the rate-base method 
adopted by the Federal Power Commission, and in part by the fact that few of the 
long lines organized since 1945 own large producing areas, so that they had to get 
their requirements from producers under contracts that reflected the better bar- 
gaining position of the producers. 

A large percentage of these more recent contracts not only provide for prices 
that are two or three times those paid in the 1925-1940 period, but also contain an 
escalator clause that provides for substantial price increases at fixed periods, and also 
a “favored nation” clause that obligates the purchaser, if it later buys gas at a higher 
price in the field or area from any other producer, to pay that price to the seller 
whose contract contains a favored nation clause. 

Another important provision, as far as this discussion is concerned, is one found 
in most of the recent sales contracts that gives to the producer the right to cancel 
the contract, or provides for an automatic cancellation, if the Federal Power Com- 
mission has or claims to have jurisdiction over the producer. As already stated, 
many independent producers simply refuse to sell gas to the long lines for fear 
that the Federal Power Commission may have the authority to regulate such pro- 
ducers, fixing prices at which they sell the gas, or, more accurately, limiting the 
return from the property by a rate-base method, whether it be depreciated cost or 
fair value or some other method. Regulation by the Commission would also in- 
clude the keeping of books and records in conformity with the rules of the Com- 
mission, the filing of tariffs, the making of periodic reports, and obtaining certificates 
of convenience and necessity.“* No one knows how far the regulations would go, or 





when the figures were 65 and 35 per cent. No statement has been found giving a recent figure, but 
the percentage of proved reserves owned by the long lines is likely less than 25 per cent, with 75 per 
cent or more owned by independents. 

*? Holloway, State Regulation of Minimum Field Gas Prices, 4 Oxia. L. Rev. 69 (1951). The 
figure probably is smaller now, for the long lines owning or controlling properties have not increased 
materially their productive capacity, while independents have drilled many wells, increasing reserves and 
producing capacity. 

“In Gas Facts, 1952 Data, page 5 and Table 26, it appears that in 1945 the long-lines produced 
35 per cent of their needs, but by the end of 1952 produced only 15 per cent. Similar figures were 
given for a group of companies by Falck, in Impact of F.P.C. Rate Regulation on Natural Gas Pro- 
duction, 51 Pustic Utitities FortNiGHTLY 420 (Mar. 26, 1953). As to the 12 companies listed by 
Falck that were operating in 1942, the percentage of production by them at that time was about 30 
per cent. It dropped 18.6 per cent in 1951. Falck listed five large companies that began operations 
after 1942 that produced no gas from their own properties, and purchased all of their supply. Two 
other large companies were shown to have produced an average of about 21 per cent of their supply. 
These data would indicate that more than 75 per cent of the proved reserves is owned by independent 
producers. 

“415 U. S. C. §717(c), (g), (i), and (f). Francis, in a brief filed in 1946 with the Federal Power 
Commission in Naturat Gas InvesticaTion, Docket G-580; Head, The Federal Power Commission, the 
Federal Courts, and the Independent Producer, Petroleum Engineer, Sept. 1953, p. A-37 (the article 
will also be published in the issue of the Quarterly Bulletin of the Interstate Oil Compact Commission 
that reports the meeting of the Commission in Billings, Mont., in August 1953); Newcomb, Some 
Aspects of Regulation of Public Utilities in the State of Texas, 5 Baytor L. Rev. 335, 356 (1953); 
Jacobs, Problems Incident to Marketing of Gas, a paper delivered Jan. 28, 1954, before Southwestern 
Legal Foundation, to be published in FirrH ANNvuAL INstITUTE ON Ott AND Gas Law AND TAXATION 


(1954). 
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the financial burden, apart from the effect of permissible return, that compliance 
would likely impose, but the burden would be heavy, especially with respect to 
properties producing both oil and gas from the same wells or properties. 

To appraise the probable results of the refusal of many independent producers 
to sell gas to the long lines, effected in part by cancellation of existing contracts, and 
in part by refusing to make contracts for such sales unless conditions and prices 
improve, several facts are significant. About one-third of the gas reserves is oil-well 
gas,*° and more than 80 per cent of the gas in the long lines is produced by inde- 
pendents,*® many of whom are large oil companies,*” and even now some 4o per 
cent of the gas produced by large sellers does not go to the long lines, but to local 
customers and uses.*® Prior to World War II, approximately 56 per cent of the 
gas produced came from gas wells, and 44 per cent from oil wells, but by 1951 the 
percentages were 67 per cent and 33 per cent.“ Among the reasons that may be 
given for the change are: an increase in the number of wells drilled; deeper drilling, 
with an increasing percentage of discoveries of gas-condensate pools; an increase in 
local use of oil-well gas; and better conservation practices, including the return of 
oil-well gas to producing reservoirs. 

Unquestionably, independent producers prefer to sell locally, and local markets 
in the southwest have expanded as a result of the material increase in population in 
the area, and the industrial growth, especially in the petrochemical industry, that 
has come about in recent years. Scientists have developed many processes for 
making products from, or by the use of, hydrocarbon molecules. Natural gas 
contains these hydrocarbons in suitable form for separation or rearrangement, and 
for combining with other molecules or atoms to make many useful synthetic 
products. Among these are rubber, ammonia, formaldehyde, nitric acid, plastics, 
liquid fuels, fibers and threads like Vinyon and Saran, solvents, detergents, insecti- 
cides, fertilizers, ink, drugs, and cosmetics.°® The plants, for the most part, have 
been located near the sources of gas, especially in the Gulf coasts of Texas and 


*°E. I, Thompson, Consumer-Producer Relations in the Natural Gas Industry, a paper given before 
a joint meeting of the Natural and Manufactured Gas Departments, American Gas Association, at Atlantic 
City, on Oct. 27, 1952; PREsIDENT’s MATERIALS Poticy CoMM’N, RESOURCES FOR FREEDOM, Op. cit. supra 
note 30, at 16; Report No. 8 in booklet form, page 18, of reserves on Dec. 31, 1953, prepared by 
American Petroleum Institute and the American Gas Association. 

*° See note 43 supra; the Record in the Phillips case (supra notes 5 and 8) in the Supreme Court of the 
United States, at 728-731, gives 76.75 per cent as a recent figure. In Comment, supra note 32, at 1485, 
an estimate of 77 per cent for 1952 was made, which turns out to be low. 

‘7 Under the definition of independent producer given in note 1, large integrated oil companies 
could be classified as independent producers, and many of them have been so classified by the Federal 
Power Commission. Comment, supra note 32, at 1490. 

“® Walter Maynard, partner in Shearson, Hammil & Company, New York, gives a 40 per cent figure 
in a statement, THE Economic Reaities oF Naturat Gas REGULATION (June, 1953) (in booklet form). 
No published statistics as to such sales have been found. 

*° PRESIDENT’s MATERIALS PoLticy Comm’N, RESOURCES FOR FREEDOM, op. cif. supra Note 30, at 16-18; 
Gas Facts, 1952 Data 5 and 27. 

5° Pew and Dotterweich, Science in Natural Gas, a paper before the Texas Academy of Science in 
Galveston in Nov. 1944; Zimmermann, op. cit. supra, note 17, at 566; SMitTH-WIMBERLY 1948 REPORT, 
op. cit. supra note 41, at Part ix; Srockton, HENSHAW AND GRAVES, Op. cit. supra note 17, at 66; Boom 
in Natural Gas, in Life, Mar. 10, 1952, p. 89. 
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Louisiana. The gas that goes to these plants, though not yet a large percentage of 
the gas marketed, leaves less gas available for the long lines. 

As already stated, the long line that produced its own gas has been permitted to 
earn 6Y, per cent or less on the depreciated cost of the properties of the company. 
The company was permitted to take into account, as expenses of doing business, the 
purchase price, carrying charges, and, according to statements made by Commis- 
sioners, the cost of dry holes on non-producing properties, at least those acquired by 
the company as a natural gas company. It should be made plain that the Natural Gas 
Act does not require that the depreciated cost method must be used in fixing per- 
missible profits, but, since it has been used, and has been upheld by the Supreme 
Court of the United States with respect to long lines that produce from their own 
properties, the independent producer who contemplates selling to such a company 
is justified in thinking that he will receive the same treatment if there is jurisdiction 
over him, with a right to limit his return. Any method of limiting return means 
fixing the prices at which he sells his gas. As already pointed out, the Federal 
Power Commission recently switched to use of average weighted field price applicable 
to Panhandle Eastern Pipe Line Company, but Senator Ferguson of Michigan has 
introduced a bill, S. 3178, requiring in all cases the depreciated cost method. Un- 
certainty exists as to what method will, may, or must be used. 

Space does not permit a discussion of the many difficulties that would be met, 
and the burdens and expenses that would follow, if the Federal Power Commission 
should attempt to determine depreciated cost with respect to many thousands of 
properties producing gas-well gas and oil-well gas that are owned by many thousands 
of producers. Assuming that jurisdiction does not exist to deal with oil production, 
but only to fix returns on properties producing gas that goes to long lines, what part 
of the cost and expenses would be assigned to the unregulated oil production, and 
what part to gas production, when both come from the same well? If the 
value of the oil produced is more than the cost of the property and all expenses of 
operation, would any value be assigned to the gas, or any expense of operations be 
charged to gas production?*! No standard used or suggested for restricting the 
returns, or for fixing the rates of a public utility, appears to be applicable to the 
business of finding and producing oil and gas.”” 

No doubt a producer would have less cause for complaint if “fair valuation” of 
properties should be the base for rates, and even less cause if the value of gas should 


°? Where an affiliate of a natural gas company, a long line, extracted some of the heavier hydrocarbons 
from the gas in the company’s lines, an activity considered by the court to be a part of the business of 
transporting and delivering gas, it was held that operating expense of the long line should be credited 
with the profits made by the affiliate as a result of the extraction. Cities Service Gas Company v. 
Federal Power Commission, 155 F. 2d 694, 703 (10th Cir. 1946), cert. denied, 329 U. S. 773 (1946). 
Independent producers wonder whether the holding might be extended so that, as to gas sold from oil 
wells, the profit from the oil would be credited in a manner to reduce the permissible return or price for 
the gas sold to a long line, on the theory that the production of the oil was a necessary incident to the 
production of gas for sale to the long line. 

°?H. K. Hudson, Bartlesville, Oklahoma, discussed at length the subject in his article, as yet un- 
published, entitled The Impossibility of Regulation of Field Prices Received for Gas by Producers and 
Gatherers on Any Standard Other Than Caprice. 
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be its market value;** nevertheless, he would not welcome the regulation of his 


’ 


operations and business. Apart from hazards incident to limitation of returns or 
profits, he would be subjected to other burdens and costs that have been mentioned, 
such as making of reports, keeping books and records as required, and obtaining 


permits and certificates. 
It is significant that the Federal Power Commission has not only declared that 


it had no jurisdiction over independent producers, but has also been reluctant even 
to suggest that it be given jurisdiction.** The inherent administrative difficulties and 
the likely consequences of attempting regulation of thousands of independent pro- 
ducers were pointed out in the Smith-Wimberly report. 


LocicaL ConsEQUENCES OF FEARS oF REGULATION 
As long as the independent producer’s fear of regulation is justified, many, per- 


haps all, of the following are logical consequences: 
(1) A stifling of the search for new gas reserves, and virtual discontinuance of 


the development of proved reserves for the purpose of producing gas.*® 


°*Tt must not be supposed that the determination of the market value of gas in the field on a given 
date is an easy task, as it usually is for oil. Oil is ordinarily sold on a day to day basis at prices that 
are posted by purchasing companies. The price is normally the same in any field for the same grade 
of oil. Posted prices for oil may be changed at any time, and the purchaser or the seller may cancel 
the contract of sale at will. As a general rule, it may be said that the market value on any date for oil 
in a specified field is the posted price. No such system prevails as to gas. It is sold under contract 
for specified periods, such as one year, five years, ten’ years, or twenty years, with varying privileges and 
burdens. An interstate transmission company will not be given by the Federal Power Commission a 
certificate of convenience and necessity, a prerequisite for the building of an interstate transmission line, 
unless it appears that by contracts or otherwise it will have enough gas available for the public to be 
served. The price applicable on a specified date under a contract executed many years ago after 
arm’s-length negotiations may be considered as the market price of the gas purchased on that date 
under the contract, but that would not necessarily be the market value of other gas in the field not 
under contract, but available for the market. And what if there were five comtracts to be considered 
in order to make a finding on a certain date of market value of gas not under contract? Contracts 
vary materially in dates, duration, quality of gas, pressure on delivery, and many other provisions; conse- 
quently, it should not be assumed that, merely by comparing them, it is easy to determine on a specified 
date the market value of gas in a field, though an arm’s-length contract executed about that date 
would simplify the problem. This is not to say that the market value of gas in a field on a specified 
date cannot be determined. It is to say that many factors are involved that must be appraised. For a 
discussion of the meaning in royalty clauses of “value,” “reasonable value,” “market price,” and “market 
value,” see Comment, Value of Lessor’s Share of Production Where Gas Only Is Produced, 25 Tex. L. 
Rev. 641 (1947); and Siefkin, Rights of Lessor and Lessee With Respect to Sale of Gas and As to Royalty 
Clauses, in FourtH ANNUAL INstrruTE ON Ort anp Gas Law anp Taxation 181 (SOUTHWESTERN LEGAL 
FounDaTION, 1953). 

54 The printed report of Commissioners Olds and Draper made in 1948 in Natural Gas Investigation 
(Docket No. G-580) recommended, at page 12, that no further amendment of the Natural Gas Act 
be made. There was no suggestion of any necessity for regulating sales made at arm’s-length by inde- 
pendent producers. Moreover, it was said, at page 117, that the Commission, in determining rate base 
for an interstate transmission line, had consistently allowed the entire price paid under an arm’s-length 
sale by an independent producer. The SmirH-Wimperty 1948 Report, op. cit. supra note 41, at page 
26, said that, nevertheless, it would be advisable to amend the Act to make clear that no jurisdiction 
existed over independent producers merely because they sell gas to a long line. 

88 SagirH-WIMBERLY 1948 REPORT, op. cit. supra note 41, beginning at page 217. Others have dis- 
cussed the subject: Rex Baker, A Free Market for Natural Gas Is Essential, a paper before the New 
Mexico Oil and Gas Association, Dec. 2, 1953; Wheat, supra note 37, at 37-39; Hudson, in paper cited, 


note §2 supra. 
®€ Thompson, in the paper cited in note 45 supra, says that the average price (6c) for gas in the 
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(2) Sales of properties in gas fields will be made in order to obtain their market 
value. The purchaser may be willing to sell gas to a long line, even if jurisdiction 
of the Federal Power Commission attaches, since his cost, for fixing his permissible 
return, will be what he paid for the properties, less depreciation. On the other hand, 
he may not be willing to accept other burdens of regulation, or to make a long 
term contract with an interstate line that cannot be cancelled. 

(3) Some sellers of gas will exercise the right given in contracts to cancel them, 
and some contracts will automatically be cancelled, if the Federal Power Commis- 
sion has or threatens jurisdiction over the seller. 

(4) Underground storage of gas in the state where produced, and the return of 
great volumes of gas to the producing reservoirs, will increase. 

(5) Sales to long lines will be limited as far as possible to instances where the 
investment is great and approximates fair value.*” 

(6) Sales for local use will increase, leaving less that might go to long lines.°* 

(7) Most important of all, there will likely be a shortage of gas for the long 
lines, and higher prices to the ultimate consumers.*® 





Panhandle has retarded further development. The writer knows of a number of gas fields where 
development was delayed because the price of gas was too low to justify the expense of development. 
Kayser, in The Exploration and Discovery of Natural Gas, 52 Pustic Uritiry Fortnicutty 674, 679 
(Nov. 5, 1953), says that exploration and production of natural gas cannot be justified if the return is 
limited to 6% per cent. 

®7 For instance, a producer who acquired his property by a small investment, say $10,000 or less, 
when the area was wildcat, would be inclined to refuse to sell his gas to a long line if his rate base 
should be $10,000, and his return limited to 6’ per cent. However, his neighbor with a like property, 
for which he paid $2,000,000, might be willing to sell his gas to a long line, and risk jurisdiction and 
a 6% per cent return on depreciated cost. See note 38 supra. 

®* Maynard, in the article cited note 48 supra, says that each of several plants on the Texas-Louisiana 
coast uses more gas than Detroit. 

5° Reasons for anticipating a shortage and higher prices have been discussed. It may be assumed that 
a material increase in field prices would justify the charging of slightly higher prices to consumers, but 
it does not follow that the increase in field prices would be bad policy or would result in unreasonable 
prices to consumers. As already pointed out, notes 32, 33, and 34, supra, and applicable text, the con- 
sumer price level is quite low in most areas in comparison with competitive fuels, and the field and 
consumer prices are about the same level as in 1939. Six cents M.C.F. was the average in the Panhandle, 
and about 7% cents was the average for all gas bought in Texas and Louisiana by one long-line for 
the year ending April 30, 1952. Eighty per cent of the gas produced in Texas in 1951 was sold for 
less than 7 cents M.C.F. Stockton, HENsHAw, AND GRAVES, Op. cit. supra note 17, at 263. The long 
lime and the local distributor are responsible for most of the charge to the consumer. Baker, supra 
note 26, at 11. The average price in the United States for residential consumption in 1949 was 67 
cents M.C.F., exclusive of any tax. Stackron, HENsHAW, AND GRAVES, op. cit. stuipra, note 17, at 49, 
Table 22. A survey made in 46 cities by the Independent Natural Gas Association, dated Sept. 18, 
1953, to get a comparison of a season’s househeating costs for gas, fuel oil, and coal, found that the 
average price for gas in those cities was 76 cents M.C.F. in 1951. World Oil, Feb. 15, 1954, p. 156, 
gives the same figure for 1951, and 81 cents M.C.F. and g1 cents M.C.F. for 1952 and 1953. The 
United States Bureau of Mines found the average residential price in 1952 to be 83.1 cents M.C.F. 
MINERAL MARKETING REPortT MMS 2229, MARKETED PropucTion oF NaturaL Gas (1954). 

A lower average prevailed for commercial and industrial use, partly because of greater volume, less 
expense to service, and the right to interrupt delivery to maintain proper service for domestic use. K. S. 
Adams, in a speech in Kansas City in Oct. 1951, printed in pamphlet form, gives these domestic 
consumer prices in the area served by Panhandle and Mid-Continent gas: Madison $1.67 M.C.F., Mil- 
waukee $1.43 M.C.F., and Racine $2.18 M.C.F. Unquestionably, the field prices for gas are generally 
low, and are a small fraction, 10 per cent or less, of the cost of gas to consumers, and especially 
householders. To repeat questions asked by many independent producers: Why regulate the field price 
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CoNCLUSIONS 


1. The independent producer of gas is not inclined, and should not be expected, 
to give away his gas or to sell it involuntarily at a price that is less than its market 
value or fair price in the field in a free market. Indeed, he is reluctant to sell even 
at market value or a fair price to an interstate transmission company, because of fear 
of regulation under the Natural Gas Act, including limitation of returns, equivalent 
to fixing of the price for the gas sold, and probably at a price less than the contract 
price. 

2. The ultimate consumers of gas and the Federal Power Commission should be 
primarily interested in an adequate supply at attractive or reasonable prices, rather 
than an inadequate supply, whether the prices be bargain or quite high. 

3. If the independent producer of gas knew that the Natural Gas Act does not, 
and likely will not, give jurisdiction merely because he makes arm’s-length sales to 
an interstate transmission line at or before the time when, and the place where, 
gathering ends, and that he could sell his gas in a free market, in competition with 
other producers and other fuels, it is reasonably certain that the almost insatiable 
demands for gas by the ultimate consumers will be met for many years, as far as 
producers are concerned, at field prices that are fair. 

4. The independent producer of gas is justified in desiring, by amendment of the 
Act or otherwise, the removal of the fears of regulation that may take place if he 
sells his gas to an interstate transmission line, and it would appear that the ultimate 
consumers of gas would, in the long run, be benefited by encouraging the removal 


of those fears. 





of gas, or fix the return of an independent producer, and not take similar action with respect to goods 
and services purchased by the long lines and the distributors; and why adopt a rate-base method for 
producers of gas, independents or long lines, that generally results in the lowest possible return on 
the fair value of the properties of the producer, and may result in no return at all? 





NATURAL GAS SUPPLIES FOR TOMORROW 


Rex G. Baker* anp Cart Ixtict 


The control sought to be vested in the Federal Power Commission over the price 
received by the producer and gatherer of natural gas presents one of our most im- 
portant contemporary problems. The issue, in so far as it affects the independent 
producer,’ is now before the United State Supreme Court in the Phillips case 
(State of Wisconsin v. Federal Power Commission”). The issue as it affects nat- 
ural gas companies has already been passed on in several cases, the soundness from 
the legal standpoint and wisdom of which are still being debated.* 

The problem is a fundamental one in so far as natural gas supplies for tomorrow 
are concerned. The business of producing and gathering natural gas and selling 
it in or near the field is, under our American system, a private undertaking. The 
risks and hazards are so great that no one will undertake them if he is held to a 
return on his investment similar to that received by utility companies with altogether 
different types of operations and risks. Notwithstanding this, in the past decade 
through a series of encroachments on the part of the Federal Power Commission 
and by strained constructions given the Natural Gas Act by the courts, such a limita- 
tion on return or income would appear to be sought. 

As a basis for understanding the problem presented, it is necessary to describe 
briefly the nature of natural gas, the operations involved in producing and gathering 
it, and the competitive and risk-taking characteristics of gas exploration and pro- 


duction. 


Nature oF Naturat Gas 
To the average individual, natural gas is simply a convenient and economic 
fuel for heating and cooking. However, this simple notion overlooks the fact that 
there are really two principal types or classifications of natural gas, depending on 
the state of its existence underground, and that there are a variety of liquid hydro- 
carbons extracted from natural gas. 


* B.A. and LL.B., University of Texas. Member of the Texas bar. 

+B.A., Rice Institute; LL.B., University of Texas. Member of the Texas bar. 

* The term “independent producer” is used to refer to a producer or gatherer not otherwise a natural 
gas company under the Natural Gas Act and not controlled by a natural gas company. It applies to 
both large and small producers. 

2 205 F. 2d 706 (D. C. Cir. 1953). 

* Federal Power Comm’n v. Hope Natural Gas Co., 320 U. S. 591 (1944); Colorado Interstate Gas 
Co. v. Federal Power Comm'n, 324 U. S. 581 (1945). The problem has been the subject of a number 
of articles. See Berger and Krash, The Status of Independent Producers Under the Natural Gas Act, 
30 Tex. L. Rev. 29 (1951); Hines H. Baker, Natural Gas for the Future, The Petroleum Engineer, Feb. 
1954, E-2, E-4; Rex G. Baker, A Free Market for Natural Gas Is Essential, a paper delivered before 
the Annual Meeting of the New Mexico Oil & Gas Association, on Dec. 2, 1953; Charles I. Francis, 
Federal Regulation of Interstate Shipment and Sale of Gas, FourtH ANNuAL INsTITUTE ON OIL AND 
Gas Law ANp TAXATION 103 (SOUTHWESTERN LEGAL FouNDATION, 1953). 
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Broadly, there are two types of gas: (1) Gas produced from wells producing 
gas only is called “gas-well gas.” Production from such wells may contain varying 
amounts of liquid hydrocarbons known as “gas condensate” or “distillate,” so that 
at the surface the production is partly gas and partly liquid. (2) Gas produced 
along with oil from an oil well is known as “casinghead gas.” 

Chemically, natural gas is a complex hydrocarbon mixture consisting essentially 
of hydrocarbons of the paraffin series but including, in certain instances and in 
varying proportions, nitrogen, carbon dioxide, sulphur compounds, and occasionally 
helium. The latter substances are usually considered impurities, and some of them 
must be removed to make the gas usable. In some instances, sulphur and helium 
are extracted for commercial use. 

Natural gas operations are concerned chiefly with the hydrocarbons contained in 
the gas. Methane, the lightest of these, is the principal constituent. Ethane, second 
in order in the series, is usually present in the next largest amount, followed by 
propane, the third member, and, in the order indicated, iso- and normal butanes, 
iso- and normal pentanes, and hexane, plus small amounts of heavier constituents. 
The natural gas which is commonly utilized commercially and domestically for fuel 
consists almost entirely of methane, with some ethane, propane, and a little butane. 
Thus, the gas used for fuel is the residue remaining after the raw gas has been 
processed through separators or in a gasoline plant to extract varying portions of 
the heavier constituents and the hexane, pentanes, butanes, propane, and even part 
of the ethane. It is not always economically attractive to strip the raw gas, since 
the recoverable volume of products in many cases is so limited that processing 
facilities requiring considerable investment and continuous operating expenses are 
not warranted. 

In processing natural gas in a gasoline plant, the usual products recovered are the 
natural gasoline fractions and, in addition, butanes, propane and butane-propane mix- 
tures (all sometimes referred to as “liquefied petroleum gases”—or “L.P.G.”), and 
occasionally ethane. Most of the natural gasoline is utilized by refineries in manu- 
facturing finished motor fuel. The major portion of the L.P.G. is consumed in re- 
fineries to produce aviation or motor gasolines and synthetic rubber, and in the 
domestic market for space heating and cooking. The remainder is used in in- 
dustrial and chemical manufacturing plants. In recent years, the chemical industry 
has increased its use of propane and ethane as raw feed material for the manu- 
facture of synthetic products, including plastics and certain types of fabrics. Plant 
products heavier than the natural gasoline fractions usually consist of naphtha, 
kerosene, and other similar products of low volatility. 


Exp.oraTION FoR Natura Gas 


As is the case with oil, natural gas is found in reservoirs beneath the surface of 
the earth. These reservoirs are subsurface traps, having porous rocks or sand which 
hold the gas in captivity, because they are sealed off by impervious cap rocks 
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through which the gas cannot escape. Those wishing to find or discover gas must 
seek to find or discover these traps, then drill wells to penetrate the impervious 
rocks and, upon completing the wells, bring the gas to the surface. All of the 
operations associated with finding natural gas and drilling discovery wells for its 
production are referred to as “gas exploration.” Operations involved in bringing 
the gas to the surface through wells after they are drilled and completed in a field 
or producing area are referred to as “gas production.” 

Gas exploration is a risk-taking, economically hazardous business. In the past, 
surface geology yielded information which might reveal the presence of areas favor- 
able to the accumulation of oil and gas. At present, however, the great majority 
of these areas have been explored and it is practically impossible to find additional 
favorable prospects in the United States by the use of surface geology alone. A 
great amount of research has resulted in the invention of a number of instruments, 
such as the seismograph, the magnetometer, and the gravity meter, which, when 
properly used, furnish information as to subsurface structures. These instruments 
are now employed along with subsurface geology to locate possible prospects for 
oil and gas production. But despite the technical improvements in geologic and 
geophysical methods for locating favorable structures, only by drilling a well can 
one determine whether or not oil or gas underlies a location. And before an ex- 
ploratory operation can be begun, the operator must secure an oil and gas lease 
or permit to go on the land; and before he can drill his test well he must purchase 
an oil and gas lease usually with a substantial outlay of money. 

The risks involved in gas exploration are indicated by the experience of the in- 
dustry in drilling wells (known as “wildcat wells”) in new areas in the search for 
petroleum. Wildcat wells are extremely expensive; electric logs must be run, cores 
and cuttings taken, and numerous tests made to determine the nature of the under- 
ground formations. The cost of most wildcat wells ranges from $100,000 to more 
than $1,000,000 each. If a test results in a dry hole, the entire investment is lost, 
unless further drilling leads to a discovery. And more importantly, the odds are 
against success. Of every nine exploratory wells drilled only one on the average dis- 
covers oil or gas, and in the last three years only one in seventy-six found an oil 
field with a reserve as large as a million barrels. These risks, hazards, and costs 
increase many times as it becomes necessary to drill deeper in the search for oil and 
gas reservoirs and to prospect in the mountains, swamps, and bays, or offshore in 
the deeper waters of the Gulf or ocean. 


Tue Propucrion AND GATHERING OF Natura Gas 


Production begins when the exploratory well locates a deposit of oil or gas and 
petroleum is brought to the surface. Production operations themselves involve con- 
siderable risks. Many discoveries cannot be profitably operated, because the condi- 


“Lahee, Exploratory Drilling in 1950, 35 Butt. AM. Ass’N PETROLEUM GEOL. 1123 (June, 1951); 
Exploratory Drilling in 1951, 36 id. 977 (June, 1952); Exploratory Drilling in 1952, 37 id. 1193 
(June, 1953). 
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tions of the reservoir are poor, the reserves are small, or excessive costs are involved 
in production. Moreover, in the development of a discovered area, losses often 
occur in drilling dry holes to define the field. Thus, in many cases a petroleum 
operator may discover a deposit of oil or gas but may not be warranted economically 
in bringing it to the surface. In this event, his entire investment may be lost. 

As has been said, gas is either produced alone through a gas well or along with 
oil through an oil well. Where a market exists, gas produced from a gas well is 
brought to a central point in or near the field by a series of converging pipe lines 
known as “gathering lines.” Equipment for these purposes requires large invest- 
ments. There the gas may be compressed, dehydrated, purified, and otherwise 
processed to make it marketable. Where gas is produced along with oil (z<., 
“casinghead gas”), the mixture is passed through an installation on or near the 
lease known as a “separator,” where the gas is separated from the oil. In some 
instances the gas is processed in a casinghead gasoline plant to extract the casinghead 
gasoline and other liquids. There it may be compressed, also, and otherwise made 
marketable. The residue or dry gas is then brought to a delivery point in or near 
the field by additional gathering lines, at which point the gathering process may 
be said to be completed. 

For many years, the price of natural gas was so low and markets so scarce that 
in many instances the cost of gathering, compression, and other operations necessary 
to render it salable were in excess of its value. In this situation, producers, after 
extracting the liquid products that could be readily recovered, found it necessary to 
burn the gas to dispose of it, since it could neither be stored nor economically 
utilized. In recent years, however, the technique of processing gas-well gas to 
recover the liquid products and of returning the residue to the reservoir, known as 
“gas cycling,” has been developed extensively, and has offered a means of conserving 
gas produced from gas fields where no immediate market exists. The conservation 
of casinghead gas, however, presented greater difficulties. It is produced along 
with oil and performs a-useful function in moving the oil to the bottom of the 
well and lifting it through the well bore to the surface. Lately, however, an increase 
in the market price of natural gas has justified the construction of numerous casing- 
head gas conservation projects which permit the removal of the liquid products and 
render the residue or dry gas available for market. A great conservation program 
on the part of petroleum operators, which has been particularly accelerated since 
the close of World War II, has resulted in the conservation of a substantial portion 
of the casinghead gas produced along with oil. 


Gas as AN ENERGY Source 


The principal sources of energy in the United States are coal, oil, natural gas, and 
water power. The increasingly important role of natural gas is particularly striking. 
While as late as 1920 natural gas supplied only 1/25 of the energy consumed in 
the United States, today it supplies more than 1/5, or half as much as oil and 
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more than half as much as coal.® The great increase in the use of natural gas may 
be visualized also by considering that since 1931 the consumption of oil has tripled, 
that of natural gas has more than quadrupled, and that of coal has remained sub- 
stantially the same.® 

The total gas reserves in the United States are now considerable, amounting to 
more than 211 trillion cubic feet, being equal in heating value to 35 billion barrels 
of oil.’ What is particularly significant, however, is the change in the relationship 
between the rate of increase in the demand for natural gas in the United States 
and the rate of increase in proved gas reserves. This change is particularly ap- 
parent in the period since World War II; since 1945 while the demand for gas has 
doubled, proved reserves of gas have increased only by about 4o per cent. In 1953, 
proved reserves of natural gas were only twenty-three times the annual rate of pro- 
duction, which is perhaps as low as is desirable from the standpoint of an assured 
supply of gas for the future. Should the same rate of growth in demand and proved 
reserves experienced during the past seven years continue, by 1960 proved reserves 
would be only sixteen times the annual rate of production. In the light of the 
tremendous rate of growth in the demand for natural gas, the ratio of proved re- 
serves to annual production will continue to decrease, unless conditions are such as 
will provide the proper incentives for future exploration and development. 

The reason for this situation is revealed when the price of natural gas is com- 
pared with the prices of coal and oil. The retail price of natural gas today is ap- 
proximately the same as it was in 1939, while during this period the retail prices of 
coal and heating oil have doubled. Notwithstanding its cleanliness, convenience, 
and greater efficiency, gas is being sold to the consumers at retail in many large 
cities, including some important coal-producing states, at a price per million B.t.u.’s 


* Application of average heat content values (see notes 8, 9, infra) to data published by the Bureau 
of Mines as to physical quantities of various primary fuels consumed indicates the respective thermal 
equivalents of consumption from such fuels to be: 

Trillion British Thermal Units 
1920 1931 1953 (Prelim.) 
Oil 2,636 5,202 15,970 
Gas 838 1,768 8,663 
Coal 15,504 11,227 11,839 
Water Power 738 668 
Total 19,716 18,865 


*See note 5, supra. 

* Proved reserves of natural gas were reported by the American Gas Association to be 211.4 trillion 
cubic feet on Dec. 31, 1953. AMERICAN Gas Ass’N, Reports ON Provep Reserves (AM. Per. INstTITUTE, 
1953). The Bureau of Mines reports that the average heat content of one cubic foot of gas at the well is 
1075 British thermal units and that the heat content of a barrel of crude petroleum is 5,800,000 British 
thermal units. U. S. Dep’r oF THE INTERIOR, BUREAU OF MINES, STANDARD AVERAGE HEATING VALUES 
oF Various Fuets (Jan. 1950). Thus, 5400 cubic feet of natural gas are equal to a barrel of crude 
petroleum in terms of heat equivalent and 211.4 trillion cubic feet are equal to about 39 billion barrels 
of crude petroleum. On the basis of 6,000 cubic feet of natural gas having the heat equivalent of a 
barrel of crude petroleum (the basis frequently used for comparative purposes) 211.4 trillion cubic feet 
of gas are equal to about 35 billion barrels of crude petroleum. 
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which is lower than the price of heating oil or coal.* It is being sold in the field by 
the producer at a price equal to about one-fourth of the price of fuel oil at Gulf 
Coast refineries and at about two-fifths of the price of coal at the mine.® 


Locat REGULATION oF Gas DiIsTRIBUTION 
AND Gas PropucTIOoN 


Our economic and governmental system is based on the fundamental principle 
of freedom of enterprise and upon a minimum of regulation. Government control. 
of an industry or of the price at which a commodity is sold has never been justified, 
except in the case of a national emergency or in a situation involving some degree 
of monopoly granted by the government. Such control is generally accepted by 
common carriers and public utilities, such as railroads, pipe lines, telephone and 
telegraph companies, and the distributors to the public of electric power and gas. 
In these cases the government asserts the right to regulate the rates charged, fre- 
quently on the basis of cost plus a reasonable return on the investment, in order to 


protect consumers against inordinate charges. 

Until recently there were only two kinds of regulation applied to natural gas: 
(1) the states and communities regulated the local distribution of gas as a public 
utility, and (2) the oil and gas producing states have regulated the production of 
gas in the interest of conservation. 


* Application of the respective heat contents of gas, coal, and fuel oil (see note 9, infra) to the 
prices for such fuel per physical unit (from U. S. Bureau or Lasor Statistics, Retamt Prices anp IN- 
DEXES FOR FueL anp Evecrtricity (Dec. 1952)) gives the following comparative prices to the residential 
customer in certain cities on a heat value basis. The equivalent prices of coal and fuel oil shown in the 
table were calculated by multiplying the reported coal and fuel oil prices by the ratio of the utilization 
efficiency of the other two fuels. The respective utilization efficiencies were obtained from Holaday, 
Albright, Apjohn, and Steffens, Fuels—Their Present and Future Utilization, a paper presented at the 
29th Annual Meeting, American Petroleum Institute Refining Division, Chicago, Ill., Nov. 7-10, 1949; 
Table 7, Efficiency of Utilization of Domestic Heating Fuels: 

Price—$ Per Million B.t.u. 
Equivalent Prices Based on Utilization 
As Reported Efficiency Relative to Gas 


Natural No. 2 No. 2 
Gas Coal Fuel Oil Coal Fuel Oil 
0.87 1.02 0.99 








Kansas City 0.47 0.73 

Minneapolis 0.69 0.83 0.97 

Detroit 0.79 0.71 1.01 1.00 1.15 

Pittsburgh 0.52 0.47 0.66 

Memphis 0.54 0.65 0.91 

Cincinnati 0.63 0.61 0.86 

® The Bureau of Mines reports average heat contents as follows: residual fuel oil, 6,287,400 B.t.u. 
per barrel; natural gas at the well, 1075 B.t.u. per cubic foot; and bituminous coal, 26,200,000 B.t.u. 
per ton. See note 7, supra. Average prices reported for 1952 were: $1.7563 per barrel for Bunker “C” 
fuel oil at Gulf ports—Pxatr’s Or. Price Hanpsook 97 (1952); $5.748 per ton for bituminous coal (run 
of mine) at the mine—U. S. Commerce Dep’r, Business Statistics 169 (table) (1953); 7.8 cents 
per M.c.f. for natural gas at the well—Bureau or Mines MINERAL Market Rep. No. MMS 2229 (Nov. 
9, 1953). These prices expressed in terms of heat equivalent were as follows, per million B.t.u.: residual 
fuel oil, $0.2793; bituminous coal, $0.2194; and natural gas, $0.0726. 


1.17 III 
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Loca, REcuLATION oF Gas DisTriBuTors 

For many years the local distribution of gas has been regarded as a public utility 
function subject to regulation by the states or local communities. Such regulation 
was initially applied to distributors of manufactured gas, which was first used for 
street lighting and later, with the advent of the electric light, for fuel and heat. 
The local distributing companies secured grants of franchises to conduct their 
business and were thereby protected from competition; they obtained rights of way 
from public authorities for their lines and facilities; and they held themselves out 
to serve the public. Moreover, they were assured rates which, considering their 
limited risks, allowed them a moderate return on their investments. The legal 
theories sustaining such regulations were grounded on these bases and on the further 
basis that the public had an interest in the business.’° 

Regulation of the local distribution of gas continued when the distributing com- 
panies purchased natural gas to enrich their supplies. It is significant, however, 
that local regulation applied only to the burner tip rate and in no instance extended 
either to the price paid by the distributor for the coal or oil from which it manu- 
factured gas or to the price it paid for natural gas." 


Locat REGULATION IN THE INTEREST OF CONSERVATION 

Likewise, the oil and gas producing states, for an extended period, have regulated 
the production of gas (as well as oil) in the interest of conservation. Gas, like 
oil, is fugacious by nature and readily moves underground from one property to 
another as the pressure in the reservoir is reduced by the drilling of a well. How- 
ever, unlike oil, no practical means exists whereby gas can be stored even temporarily 
above ground. As a consequence of a low field price and the lack of markets, con- 
siderable flaring of both gas-well gas and casinghead gas occurred in the early days 
of the industry. This situation brought forth a great cooperative effort on the part 
of operators and state agencies to provide a means by which the physical waste of gas, 
a limited natural resource, could be avoided and the correlative rights of the several 
owners in a field protected. These efforts led to the enactment of conservation laws, 
which are now in effect in most of the oil and gas producing states. Under them, 
the production of gas-well gas is prohibited unless a market exists; and as a result 
the waste of gas-well gas has been effectively prevented. Also, through the joint 
efforts of petroleum operators and state agencies and because of increases in field 
prices incident to an enlarged demand for gas, the volumes of casinghead gas put 
to the torch have been substantially reduced through the development of projects for 
returning gas to the reservoir, stripping it of its liquid products, other conservation 
measures, and increased field sales. In recent years the oil and gas producing states 


1° See New Orleans Gas Light Co. v. Louisiana Light Mfg. Co., 115 U. S. 650, 658 (1885); IrsToN 
R. Barnes, THe Economics oF Pusiic Uritiry REGULATION c. 1 (1942): Louis StoTz AND ALEXANDER 
Jamison, THE History oF THE Gas INDUSTRY 422-423 (1938). 

*4 Nowata County Gas Co. v. Henry Oil Co., 269 Fed. 742 (8th Cir. 1920); Humble Oil & Re- 
fining Co. v. Railroad Comm'n, 128 S. W. 2d 9 (Tex. Sup. Ct. 1939). 
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have given a further impetus to gas conservation by the enactment of laws permit- 
ting reservoirs to be operated as a unit and sanctioning cooperative agreements be- 
tween producers to permit such unit operations.’” 


FEDERAL REGULATION 


As gas was brought from the producing areas of the southwest to the consuming 
areas of the north and east, one unregulated area was found to exist. The pipe 
line companies, which transported the gas from the fields where it was produced 
and sold it in increasing volumes to local distributors in other states, were not 
subject to effective regulation either by the states or municipal governments, because 
they were engaged in interstate commerce. Local agencies felt that they were handi- 
capped in setting reasonable burner tip rates, because there was no effective reg- 
ulation over the prices charged by the interstate pipe lines for gas delivered to the 
local distributors. In the 1920's, for example, the State of Missouri sought to prevent 
an increase in the price of gas to local distributors by a pipe line company which 
brought the gas in from another state, but was prevented from doing so by the 
United States Supreme Court in Missouri ex rel. Barrett v. Kansas Natural Gas 
Company.'® The Court held that since the sale involved was in interstate com- 
merce, the state could not regulate it. Therefore, while the State Commission could 
set the burner tip rate, it must allow the local distributing company, as an operating 
expense, the price it was required to pay at the city gates for gas transported in 
interstate commerce and there sold to it.’* 

As a result of the Missouri and other similar cases, an investigation was made 
by the Federal Trade Commission, which in 1936 called the attention of Congress 
to the unregulated area or gap mentioned above, referring specifically to the fact 
situations in the Missouri and other cases. The report recommended that legislation 
be passed by Congress to regulate the interstate transportation of natural gas and 
its sale by the transporter to local distributors for resale.® 


12 Laws in this field have been enacted in the following states: Alabama, Arkansas, California, Florida, 
Georgia, Illinois, Indiana, Kentucky, Louisiana, Mississippi, New Mexico, North Carolina, Oklahoma, and 


Texas. See Roperr E. Harpwicke, ANtTITRUst Laws ET AL. v. Unir OPERATION OF O!L or Gas Poots 


(1948). 

18 565 U. S. 298 (1924). 

** Cf. Missouri ex rel. S. W. Bell Tel. Co. v. Public Service Comm'n, 262 U. S. 276 (1923); Western 
Distributing Co. v. Public Service Comm’n, 285 U. S. 119 (1932). 

18 Sen. Doc. No. 92, 7oth Cong., rst Sess. (1936). Following the filing of the Federal Trade Com- 
mission’s report, hearings began in 1936 before the Congressional committees on various bills. The most 
important of these were H. R. 11662, 74th Cong., 2d Sess. (1936), the provisions of which were 
substantially those of H. R. 4008, 75th Cong., 1st Sess. (1937), which later became H. R. 6586 
and was passed as the Natural Gas Act of 1938. The then Solicitor of the Federal Power Commission, 
Dozier A. DeVane, testified during the hearings that the rate to be paid the producer and gatherer in 
“arm's-length” sales was not covered by the Act. See Hearings before a Subcommittee of the House 
Committee on Interstate and Foreign Commerce on H. R. 11662, 74th Cong., 2d Sess. (1936). See also, 
Federal Power Commission v. Panhandle Eastern Pipe Line Co., 337 U. S. 498 (1949), for a résumé of 
Mr. DeVane’s testimony. An “arm’s-length” sale may be defined as a sale wherein all the elements con- 
ducive to active bargaining and trading are present. It may be contrasted with sales between affiliated 
or subsidiary companies in which there is presumed to be an absence of bargaining. 
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To carry out this recommendation, Congress enacted the Natural Gas Act in 

1938.'® Section 1(b) of the Act defines its application: 
The provisions of this Act shall apply to the transportation of natural gas in interstate 
commerce, to the sale in interstate commerce of natural gas for resale for ultimate public 
consumption ... and to natural gas companies engaged in such transportation or sale, but 
shall not apply to any other transportation or sale of natural gas or to the local distri- 
bution of natural gas or to the facilities used for such distribution or to the production or 
gathering of natural gas. (Emphasis supplied.) 

The Act was not designed to regulate local distribution at one end or production 
and gathering at the other end; it was to apply to the gap between these operations 
by regulating natural gas companies in the interstate transportation of natural gas 
and the sale thereof to distributors for resale.’ Significantly, the Act did not em- 
brace the full area which might have been reached by Congress; it represented only 
a partial exercise of the power of Congress to regulate interstate commerce.'® 

The Act exempts production and gathering from the Commission’s jurisdiction. 
Since these terms are not defined, they are to be given their ordinary meaning. As 
trade terms, this meaning is that given to them generally in the oil and gas in- 
dustry.'® The concepts of production and gathering generally obtaining in the in- 
dustry have been previously discussed. It can be seen at once that production and 
gathering logically include the various processing steps required to extract the liquid 
products from the gas, and would also logically include the sale of the dry or residue 


gas. 
Encroachments upon the production and gathering exemption have developed 


along two lines: (1) The Federal Power Commission has included the production 
and gathering facilities of the regulated natural gas companies in the rate bases of 
those companies and has thereby held those companies to a utility return on the 
depreciated cost of such producing and gathering properties. 

(2) A threat of similar regulation has been extended to the independent producer. 


2652 Strat. 821 (1938), 15 U. S. C. §717 et seq. (1946). 
1? The report made by the Federal Trade Commission to Congress in 1936, supra, note 15, described 
the industry as being divided into three parts: 
“So broadly speaking, we have in natural gas a situation which, no matter how fully and properly 
integrated, will present, at both ends problems which are either entirely of local concern or which 
are of both local and general public concern, and in between a field of interstate transportation 
where only through the exercise of federal jurisdiction can a proper solution be obtained.” 
18 See Interstate Natural Gas Co. v. Federal Power Comm’n, 331 U. S. 682, 690 (1947), where 
the Court said: 
“. . . the ‘basic purpose’ of Congress in passing the Natural Gas Act was ‘to occupy this field in 
which the Supreme Court has held that the states may not act.’”’ 
See also Federal Power Comm'n v. Panhandle Eastern Pipe Line Co., 337 U. S. 498, 502 (1949), where 
the Court said: 
“, . . the Natural Gas Act did not envisage federal regulation of the entire natural-gas field to 
the limit of constitutional power.” 
1° Cf. O'Hara v. Luckenbach S.S. Co., 269 U. S. 364, 371 (1926), where the Supreme Court said: 
“If the Act is one passed with reference to a particular trade, business or transaction and words 
are used which everybody conversant with that trade, business, or transaction, knows and under- 
stands to have a particular meaning in it, then the words are to be construed as having that par- 
ticular meaning, though it may differ from the common or ordinary meaning of the words.” 
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REGULATION OF THE NaturaL Gas CoMPANIES 


The constitutionality of the Natural Gas Act was sustained in Federal Power 
Commission v. Natural Gas Pipeline Co.,”° but the first case involving the establish- 
ment of a rate base for a natural gas company was Federal Power Commission v. 
Hope Natural Gas Company.”: Hope produced and purchased gas in the State of 
West Virginia and sold the bulk of it to five purchasers, three of which were affli- 
ates. The purchasing companies received the gas at the West Virginia line and 
transported it to Ohio and Pennsylvania, where it was distributed. The Commission 
asserted jurisdiction over Hope because it was engaged in the interstate transporta- 
tion of gas and in the sale thereof to distributors. It included in Hope’s rate base 
all of the company’s producing and gathering properties at their depreciated cost; 
and the Court by a 5 to 3 decision approved its action despite the provision of 
Section 1(b) that the Commission should not have jurisdiction over production and 
gathering. The company was permitted to recover only its current operating ex- 
penses plus a 644 per cent return on the depreciated cost of its producing and 
gathering properties. 

The Court, rejecting the contention of the company that it should be allowed a 

return on the reproduction value of its facilities, laid down the following rule for 
determining the reasonableness of rates:”* 
Rates which enable the company to operate successfully, to maintain its financial in- 
tegrity, to attract capital and to compensate its investors for the risks assumed certainly 
cannot be condemned as invalid, even though they might produce only a meager return 
on the so-called “fair value” rate base. (Emphasis supplied.) 


Mr. Justice Jackson, in an opinion criticizing the result reached, observed that 
the gas producing business was not a utility business and that the methods em- 
ployed by the Commission would discourage the finding of natural gas reserves, 
saying :** 

The heart of this problem is the elusive, exhaustible, and irreplaceable nature of natural 
gas itself. Given sufficient money, we can produce any desired amount of railroad, bus, 
or steamship transportation, or communications facilities, or capacity for generation of 
electric energy, or for the manufacture of gas of a kind. In the service of such utilities 
one customer has little concern with the amount taken by another, one’s waste will not 
deprive another, a volume of service can be created equal to demand, and today’s demands 
will not exhaust or lessen capacity to serve tomorrow. But the wealth of Midas and the 
wit of man cannot produce or reproduce a natural gas field. We cannot even repro- 
duce the gas, for our manufactured product has only about half the heating value per 
unit of nature’s own. 


In Colorado Interstate Gas Company v. Federal Power Commission,** the Com- 

*° 315 U. S. 575 (1942). 

** 320 U. S. 591 (1944). This decision is considered as abandoning the “fair value” basis used in 
the formation of a rate base, established in Smyth v. ‘Ames, 169 U. S. 466 (1898). See McCreery, The 
Legal Consequences of the Interstate National Gas Company Decision and Related Cases, 19 Miss. L. J. 
153, 180 (1948). 

22 320 U. S. at 605. 28 1d. at 629. 

24 324 U. S. 581 (1945). 
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mission, with Court approval in a 5 to 4 decision, took the next step and included 
the producing and gathering facilities of an affiliated company within the rate base 
of the regulated company and allowed the latter a return similar to that allowed 


Hope. 
Regarding the company’s contention that the Commission had no authority to 
include producing and gathering facilities in the rate base, the Court said: 


This is precisely the argument which West Virginia, appearing as amicus curiae ad- 
vanced in the Hope Natural Gas Co. case. We rejected the argument in that case. .. . 
we adhere to our decision in the Hope Natural Gas Co. case. . . .2° 
It is plain . . . that the Commission has authority to fix [Canadian’s] . . . wholesale 
rates. It is obvious that when rates of a utility are fixed the value of its property is 
affected. . . . When a natural gas company which owns producing properties or a 
gathering system is restricted in its earnings by a rate order, the value of all of its prop- 
erty is affected. Congress of course might have provided that producing or gathering 
facilities be excluded from the rate base and that an allowance be made in operating 
expenses for the fair field price of gas as a commodity. Some have thought that to be 
the wiser course. But we search the Act in vain for any such mandate.?° 


Continuing with reference to Section 1(b), the Court said:*? 
Certainly that provision precludes the Commission from any control over the activity 
of producing or gathering natural gas. For example it makes plain that the Commission 
has no control over the drilling and spacing of wells and the like. 


Here again Mr. Justice Jackson stated that the entire rate base method should 
be rejected in pricing natural gas, though it might be used in determining trans- 
portation costs. He pointed out that orders based upon the Commission’s formula 
would result in three different prices for gas from the same well:?* 


These orders in some instances result in three different prices for gas from the same 
well, The regulated company is a part owner, an unregulated company is a part owner, 
and the landowner has a royalty share of the production from certain wells. The regu- 
lated company buys all of the gas for its interstate business. It is allowed to pay as 
operating expenses an unregulated contract price for its co-owner’s share and a different 
unregulated contract price for the royalty owner’s share, but for its own share it is allowed 
substantially less than either. Any method of rate-making by which an identical product 
from a single well, going to the same consumers, has three prices depending on who 
owns it does not make sense to me. 


The capricious results obtained in this case are to be observed from the fact that 
the Commission included five of the most important of the company’s leaseholds, 
embracing approximately 47,000 acres, in the rate base at $4,244.24—something under 
roc an acre. Three such leases were put in the rate base at zero. The company 
which took the high risk of wildcat exploration was thus allowed a return of 6 
per cent on nothing for the three leases and a return of less than $300 a year on the 
others. The current market value of the leases was shown to be over $3,000,000. 


251d. at 600. *° Id. at 6or. 
*7 Id. at 602-603. 28 Td. at 610. 
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In Cities Service Natural Gas Company v. Federal Power Commission,” the 
Commission took an additional step. As in the preceding cases, the Commission 
included the producing and gathering properties of the company in the rate base 
at their depreciated cost, but in addition required that there be credited to the com- 
pany’s gas operations an item of $380,000, termed as excessive profits realized by an 
affiliate, Cities Service Oil Company, in extracting liquid products from the natural 
gas. 

The position taken by the Commission in these cases was wholly unnecessary 
and unsound. Several alternate procedures were available: (1) The Commission 
could have excluded the production and gathering facilities altogether from the 
company’s rate base; (2) it could have allowed their inclusion at the fair value of 
the properties; or (3) it preferably could have established a rate formula which 
would have allowed the company as an expense of operation a price for gas pro- 
duced by it and taken into the trunk-line equal to the competitive going price in 
the field or its fair and reasonable value. Any one of these procedures would 
have protected the distributor and the consumer and would have given assurance 
to the company, as a producer, that it would receive a return on the fair value of 
its properties or the equivalent of the competitive field price for its own gas. Any 
one would have provided an incentive for the company to carry on further gas 
exploration and development, although in our opinion the inclusion of producing 
and gathering facilities in the rate base is unsound and contrary to the intent of 
Congress in passing the Natural Gas Act. The step taken as to Cities Service is 
even more unreasonable, since from this it would seem to follow that income from 
oil operations must be credited against gas production where wells produce both 
oil and gas. 

The Commission next took jurisdiction over the price received by a natural gas 
company for its own gas in an arm’s-length sale to another natural gas company 
which moved the gas interstate for resale. This action was upheld by the Court 
in Interstate Natural Gas Company v. Federal Power Commission. 

Interstate owned gas production in the Monroe, Louisiana, field, and also pur- 
chased gas from other producers. It transported both its gas and that acquired 
from others a distance of about 172 miles into Mississippi and back into Louisiana 
where sales were made to local distributing companies for resale and to refiners 
and other local consumers. In addition, Interstate sold some gas in the Monroe 
field to three natural gas companies, one of which was an affiliate, and the greater 
part of this gas was transported by the purchasers to markets in other states. Inter- 
state conceded that part of its operations was subject to the Natural Gas Act, but 
contended that its sales to the three natural gas companies were made as a part of 
production and gathering and hence were exempt under Section 1(b). The Court 
rejected Interstate’s contention. It observed that some of the gas was produced 


*° 155 F. 2d 694 (10th Cir. 1946), cert. denied, 329 U. S. 773 (1946), rehearing denied, 329 U. S. 


R22 (1947). 
89 331 U. S. 682 (1947). 
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from Interstate’s wells and commingled in its pipe line system during the course of 
its movement with gas purchased by Interstate from other producers. It also ob- 
served that the sales were in interstate commerce and were consummated after 
the gathering process had been completed, saying :** 

By the time the sales are consummated, nothing further in the gathering process remains 


to be done. We have held that these sales are in interstate commerce. It cannot be doubted 
that their regulation is predominantly a matter of national, as contrasted to local concern. 


However, the Court did point out that the Natural Gas Act was not intended to 
embrace the full measure of Congressional authority, saying (p. 690) that there was 
reserved to the states the power to regulate the production and gathering of gas in 
the interest of conservation “or of any other consideration of legitimate local con- 
cern.” A more precise definition of where federal authority ends and that of the 
state begins was not indicated. 

A halt, however, in the scope of the jurisdiction of the Commission over the 
regulated company was called by the Supreme Court in its decision in Federal 
Power Commission v. Panhandle Eastern Pipe Line Company.** Panhandle East- 
ern, which had included certain unoperated leases within its rate base, created a 
wholly owned affiliate and transferred the leases to the affiliate and subsequently 
the stock in the affiliate was distributed to its own stockholders. Panhandle ap- 
parently sought to realize for its stockholders a greater value for its properties by 
this means, since the leases which had cost $160,000 were apparently capitalized in 
the new company for $10,000,000. The affiliate proposed to sell gas from the leases 
to supply a local (intrastate) market. The Commission endeavored to enjoin the 
transaction on the ground that the gas leases and reserves, once having been in- 
cluded within the company’s rate base, could not be removed without the Com- 
mission’s permission. Panhandle Eastern, on the other hand, contended that 
leases and gas reserves were a part of production and gathering exempted from the 
Commission’s jurisdiction under Section 1(b), and therefore that the Commission 
did not have jurisdiction over the subject matter. The Court so held, saying :** 

The Commission seeks to distinguish between the activities of production and gath- 
ering, such as drilling, spacing wells, or collecting gas, and the facilities such as reserves 
and gas leases . . . and argues that only the former were excluded from the coverage 
of the Act.... In the face of the unambiguous language of the Act and its legislative 


background we cannot ascribe such a narrow meaning to the words “the production or 
gathering of natural gas.” Of course, leases are an essential part of production. 


Regarding the Colorado Interstate case wherein the cost of producing and gath- 
ering facilities was used for rate making purposes, the Court said :*4 


The use of such data for rate making is not a precedent for the regulation of any part 
of production or marketing. 


Another development along a slightly different line had important consequences 


®1 Td. at 692. 383 1d, at 504-505. 
52 339 U. S. 498 (1949). 34 Id. at 506. 





374 Law anp ConTEMPORARY PROBLEMS 


for both the regulated companies and the independent producer. As a part of their 
gas conservation programs, the States of Oklahoma and Kansas in 1915 and 1935, 
respectively, enacted legislation which authorized the conservation agencies of those 
states to act to prevent the waste of natural gas. On this authority, the Oklahoma 
Corporation Commission heard testimony as to the effect the field price had on gas 
conservation in the Hugoton field. It was shown that low prices make enforcement 
of conservation difficult, retard exploration and development, and result in the 
abandonment of wells before all the recoverable gas has been extracted. There was, 
in addition, testimony that low prices contributed to an uneconomic rate of depletion 
and to economic waste of gas. The Commission found that there was no competitive 
market for gas in the field and that taking gas from the field at less than its eco- 
nomic value resulted in physical waste and in losses to the producer and to royalty 
owners and to the state in gross production taxes. On the basis of these findings, 
the Commission ordered that no gas be taken from the field at less than 7¢ per Mcf. 
The validity of this order (and of an order requiring the ratable taking of gas from 
producers) was sustained by the United States Supreme Court in Cities Service 
Gas Company v. Peerless Oil & Gas Company. The Court held the order valid 
against the objection that it violated the commerce, due process and equal protection 
clauses of the Constitution, observing :** 
A state is justifiably concerned with preventing rapid and uneconomic dissipation of one 
of its chief natural resources. 

We recognize that there is also a strong national interest in natural gas problems. 
But it is far from clear that on balance such interest is harmed by state regulations 
under attack here. 


Following the principle in the Cities Service-Peerless case, the Supreme Court 
of Kansas upheld the Kansas statute and a minimum price order of the Kansas 
conservation agency in Kansas-Nebraska Natural Gas Company v. State Corporation 
Commission." 

Subsequent to these cases, Northern Natural Gas Company made application to 
the Federal Power Commission to be allowed to include as an operating expense 
for rate purposes, the price which the order of the Kansas Corporation Commission 
required to be attributed to gas at the wellhead for gas which the company pro- 
duced from the Hugoton field and took into its interstate trunk lines. The Com- 
mission, however, held that it was not required to allow Northern the minimum 
value fixed by the Kansas Commission, but that it would allow only the actual cost 
of the gas involved. The Circuit Court of Appeals, relying on the rate making 
rule set forth in the Colorado Interstate case, afirmed the Commission’s ruling in 
State Corporation Commission of Kansas v. Federal Power Commission, and the 
United States Supreme Court refused to review the case.3* As a consequence, it 

® 340 U. S. 179 (1950). 

°° 1d. at 187. 


87 169 Kan. 722, 222 P. 2d 704 (1950). 
8 206 F. 2d 690 (8th Cir. 1953), cert. denied, 346 U. S. 922 (1954). 
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would appear that although the natural gas company may be compelled to pay 
the minimum price fixed by a state conservation agency for gas purchased in the 
field where produced, it cannot bring its own gas into the rate base at a like value. 


THREAT OF REGULATION OF THE INDEPENDENT PRoDUCER 


In 1940, shortly after the passage of the Natural Gas Act, the Federal Power 
Commission in In re the Matter of Columbian Fuel Corporation*® held that it did 
not have jurisdiction over sales made by a producer and gatherer which was not an 
interstate transportation company or affiliated with such a company. After re- 
viewing the language and history of the Act, the Commission said: 

To make regulation of producers and gatherers effective under these circumstances would 
require statutory authority of much wider scope and machinery exceeding that at the 
disposal of the Commission with its present limited appropriation.‘ 

We conclude, therefore, that it was not the intention of Congress to subject to regu- 
lation under the Natural Gas Act all persons whose only sales of natural gas in inter- 
state commerce, as in this case, are made as an incident to and immediately upon com- 
pletion of such person’s production and gathering of said natural gas and who are not 
otherwise subject to the jurisdiction of this Commission.*! 


Subsequently, in seven additional cases over the years, the Commission held in 
similar fact situations that it had no jurisdiction over sales made by independent 
producers.*” To have been consistent with these rulings, the Commission, some 
have observed, should have held that it had no jurisdiction over the sales made by 
Interstate Natural Gas Company to its non-affiliated purchasers. The Interstate 
case, however, can be explained on at least two grounds: First, Interstate conceded 
that it was subject to the Commission’s jurisdiction as to its other operations. Since 
by the peculiar language of the Act the Commission is given jurisdiction over 
“natural gas companies” as well as over transportation in interstate commerce and 
certain sales for resale in interstate commerce, it might be contended that the juris- 
diction over Interstate’s sales was justified. Also, as the Court observed, the gas 
therein involved had been produced and gathered before the sales were consum- 
mated, from which an inference can be drawn that the Court did not consider that 
the sales were made as a part of production and gathering. However, some of the 
language used in the opinion may be considered at odds with either of these interpre- 
tations. The Court, for example, observed that the sales in question “were quite 
as much in interstate commerce as they would have been had the pipes of the pe- 
titioner crossed the state line before reaching the point of sale.”** It also said:** 

892 F. P. C. 200 (1940). 

9 Id, at 207. 


“Td. at 208. 

*? In re Fin-Ker Oil and Gas Production Co., 6 F. P. C. 92 (1947); In re Chicago Corp., 6 F. P. C. 
98 (1947); In re The Kansas-Nebraska Natural Gas Co., 6 F. P. C. 664 (1947); In re R. J. & D. E. 
Whelan, 6 F. P. C. 672 (1947); In re La Gloria Corp., 7 F. P. C. 349 (1948); In re General Crude Oil 
Co., 7 F. P. C. 1024 (1948); In re Superior Oil Co., 7 F. P. C. 627 (1948). 

** Interstate Natural Gas Co. v. Federal Power Comm'n, 331 U. S. 682, 687-688 (1947). 

** Id. at 693. 
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Unreasonable charges exacted at this stage of the interstate movement become per- 
petuated in Jarge part in fixed items of cost which must be covered by rates charged 
subsequent purchasers of the gas, including the ultimate consumer. It was to avoid 
such situations that the Natural Gas Act was passed. 

In 1947, in order to allay fears of independent producers who were alarmed by 
the language in the /nterstate case, the Commission issued an order to the effect 
that it would not exercise jurisdiction over sales by such producers,*® and in 1950 
Congress enacted the Kerr Bill, expressly denying jurisdiction to the Commission in 
such cases.*® This bill was vetoed by the President.*7 Thereupon the Commission 
reversed the position it had taken earlier, revoked its 1947 order, and in a new order 
announced that investigations would be made of sales by independent producers 
where the price appeared excessive.** It immediately began an investigation of the 
charges made in sales to natural gas companies by Phillips Petroleum Company 
for gas in or near the fields where produced. After reviewing these sales, however, 
in July 1951, the Commission found that under the Act it had no jurisdiction be- 
cause the sales were made as a part of production and gathering.*® This holding 
was reversed by the Circuit Court of Appeals of the District of Columbia on an 
appeal taken there by several consumer cities.°? As this is written the case is being 
reviewed by the Supreme Court. 

The facts in the Phillips case are significant, and the final decision ultimately to 
be rendered will have important consequences for independent producers. Phillips 
was engaged in the oil and gas producing business generally. It produced gas 
from a number of fields in Texas, Oklahoma, and New Mexico. It moved the gas 


from wells where produced together with purchased gas to processing plants where 
the liquid products were removed, and then moved the residue through short lines 
to points where it was sold to gas pipe line companies for interstate transportation 
and sale. The points at which the deliveries were made varied between sales. The 


“© Order No. 139, Aug. 7, 1947. The Order stated in part: 

“The Commission gives its assurance to independent producers and gatherers of natural gas 
that they can sell at arm’s length and deliver such gas to interstate pipe lines and can enter into 
contracts for such sale without apprehension that in so doing they may become subject to assertions 
of jurisdiction by the Commission under the Natural Gas Act.” 

“°S. 1498, 81st Cong., rst Sess. (1949). The Kerr bill amended Sec. 1(b) of the Act to exempt 
from the jurisdiction of the Commission arm’s-length sales of gas made by independent producers and 
gatherers as a part of producing and gathering operations. An earlier legislative proposal, the Rizley bill, 
H. R. 4051, 80th Cong., rst Sess. (1947), not only would have accomplished the amendment intended 
by the Kerr bill but in addition (a) would have required the Commission to allow natural gas com- 
panies as a separate expense (1) the actual price paid for gas in arm’s-length transactions with non- 
affiliates, and (2) for gas produced by the natural gas companies the reasonable commodity value of 
such gas in the field or fields where produced; (b) would have precluded the Commission from assert- 
ing jurisdiction over companies receiving gas within a state and transporting and distributing it wholly 
within the state; and (c) would have required the Commission to segregate the regulable from the non- 
regulable properties of natural gas companies in determining the proper return to be allowed to the 
property subject to regulation. 

‘7H. R. Doc. No. 555, 81st Cong., 2d Sess. (1950). 

*® Order No. 154, July 11, 1950. 

*° In re Phillips Petroleum Co., F. P. C. Doc. No. G-1148, Op. No. 217, 10 F. P. C. 246 (1951). 

5° Wisconsin vy. Federal Power Comm'n, 205 F. 2d 706 (D. C. Cir. 1953), cert. denied, 346 U. S. 
896 (1953), cert. granted, 346 U. S. 934 (1954). 
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Commission found as a fact that all of the sales made by Phillips were completed 
before production and gathering were concluded, or that the sales were so closely 
associated with production and gathering as to be a part thereof. It consequently 
held that under Section 1(b) it had no jurisdiction to regulate the prices received by 
Phillips. The Circuit Court of Appeals, however, refused to accept the Commission’s 
finding that the sales were made as a part of production and gathering, stating that 
the question was a generic one reaching the meaning of the Act. It held that Phillips 
sold the gas at a time and beyond the place at which production and gathering were 
complete and after processing had intervened and, relying on the Colorado Interstate 
and Interstate cases,*' held the sales subject to regulation, and stated that the Com- 
mission was obligated to fix the price at which Phillips sold. 

The fact that the Supreme Court has agreed to review this case is significant. 
In no other case has the Court determined the question of Federal Power Commis- 
sion jurisdiction over an independent producer. 


PRESENT SITUATION 


The outcome of the P&illips case may determine in similar fact situations that 
the Commission cannot regulate the field prices charged by an independent producer. 
It may, on the other hand, hold that the Commission has authority to regulate such 
prices. If the Court holds that the Commission cannot regulate the field prices 
received by the independent producer, then it may accord to the production and 
gathering exemption in the Act its intended meaning as applied to such sales. 
But, the decision in the P&Aillips case will not in any event free the natural gas 


company from Federal Power Commission control over the value at which it takes 
gas from its own producing properties into the trunk line. The Commission in 
such instances still may allow the regulated company only its costs of production, 
plus up to a 6Y, per cent return on the depreciated cost of the producing properties 
from which the gas is delivered. 


Tue Heart oF THE Issue 

Why is it unsound and not in the public interest for the Federal Power Com- 
mission to regulate the price received by the gas producer or, in the case of the 
regulated company, to hold the return below that of the competitive market value 
of gas in the field? 

Control of the field price is unsound and against the best interests of the con- 
suming public and the general welfare for a number of reasons: 

First. Control of the producer’s field price was not intended by Congress. The 
field sale is a necessary incident of production and gathering. The sale is the fruit 
of the operation without which the value of the reserves and the facilities would be 
substantially reduced. Hence control of the sales price would be the most effective 
control possible over operations which are declared outside the Commission’s juris- 
diction. Considering the language of the Act, the hearings which preceded its en- 


*? See notes 24 and 30, supra. 
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actment, and its legislative history, including statements of proponents of the bill, 
it seems clear that this measure of control was not intended. The absence of a fact 
finding by Congress that such regulation was necessary in the public interest makes 
it very doubtful whether such control can be achieved in accordance with accepted 
legal principles.” 

Second. Regulation of the production of natural gas and the price received in the 
field on a utility basis is wrong in principle. The production of natural gas is a high- 
ly risk-taking venture, actively competitive and completely different in character from 
a public utility business. 

A public utility usually operates under a public franchise or certificate of public 
convenience and necessity. It is granted certain exclusive rights to serve the public, 
holds itself out to perform these services, dedicates its properties to such a purpose, 
and secures protection against competition in whole or in part in its field of operation. 
After its investment is made, it enjoys a fairly stable business with relatively fixed 
risks and is entitled by law to have its rates regulated so as to recover all costs and 
yield a reasonable return on the investment. 

The business of producing natural gas, whether it be carried on by the inde- 
pendent producer or by a natural gas company, has none of these characteristics. It 
is highly competitive. There are no franchises or certificates of public convenience 
or necessity that give one producer a preference or free him from competition with 
other producers. The risks are high. There is no assurance of any return on the 
investment made. In fact, the entire amount risked may be lost without any return. 
There is no holding out to serve the public in a specific operation and no dedication 
of property to a public use. 

The business of producing gas is closely related to the production of oil. They 
are generally carried on together and are competitive in exploration, the acquisition 
of leases, the drilling of wells, and obtaining markets. Anyone is free to enter 
the business without securing permission from a government agency. 

To compensate for the high risks, to induce the investment of new capital and 
the reinvestment of profits, the returns on successful ventures must be attractive. 
They must be sufficient to pay the expenses of unsuccessful ventures and yield such 
profit as will induce the operator to risk investment in new ones. The hazards are 
too great to secure exploration and development on a basis of a fixed percentage 
return on the investment in successful ventures. 

Third. Control of the field price of gas will destroy incentives to find and 
develop new gas reserves. 

Gas supplies for tomorrow depend upon finding new reserves, which in turn is 
contingent upon enlisting the resourcefulness and initiative of producers. It is 
clear that no incentive will be provided if the confiscatory rate-making formula of 


*? As a condition precedent to government regulation, there must be a finding of fact by the State 
Legislature or the Congress, as the case may be, with respect to the need for such regulation either 
under the police power of the state or under one of the delegated powers of the Congress. Cf. Nebbia 
v. New York, 291 U. S. 502 (1934); 16 C. J. S. 1444, §690. No such finding appears in §1 of the 
Natural Gas Act, which deals with the necessity for the legislation. 
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the Hope case is applied and industry is held to a return of 54 to 64 per cent on 
the cost of successful ventures. We see proof of this in what has happened to the 
regulated companies immediately after this formula was established. Whereas in 
1945 (the year after the Hope decision) natural gas utilities produced 35 per cent 
of their supplies, their production has accounted for a decreasing proportion in 
each subsequent year, and in 1952 accounted for less than 15 per cent of their total 
supplies. Some of the regulated companies have been forced to sell their reserves 
in order to realize something of their true value. Moreover, the amounts spent by 
such companies on exploration are negligible compared with expenditures for ex- 
ploration made by the non-regulated companies. 

As against this situation, we have the experience of the petroleum industry which, 
enjoying a free market for its products, has, through the ingenuity and resourceful- 
ness of its several units, produced ever increasing quantities of oil and petroleum 
products for the national defense and for civilian use. Competition among the 
thousands of petroleum operators has resulted in reasonable prices. In like manner, 
our free competitive system, if allowed to operate, will permit adequate supplies of 
natural gas to be discovered and produced to serve the expanding needs of our 
people; and similarly competition among the thousands of natural gas producers and 
the competition of gas with coal and fuel oil in a free market will hold prices at 
a reasonable level. The history of American business demonstrates that a free market 
is the best means of assuring adequate supplies of products at reasonable prices and 
stimulating producers to greater efficiency and new discoveries. This has certainly 
been so in the case of natural gas. 

Much of the gas moving interstate today was purchased under old contracts 
entered into many years ago when there was a surplus of gas and when gas was 
treated as a byproduct not bearing its proper share of exploration and producing 
costs. Those producers selling at these low prices could not stay in business or con- 
tinue their search for gas but for the fact that they rely on their oil operations to 
carry the burden of their exploration and development costs. With the increase in 
demand, gas must bear its proper share of these costs. The strong demand may 
inevitably act as a force to raise prices, but these prices will stimulate the develop- 
ment of new supplies, which in turn will operate to keep prices reasonably low. 

Price regulation of a competitively produced commodity such as gas thus is not 
only wrong in principle; it produces evil results. Confiscatory rate formulas which 
permit only a meager return do not bring forth the creative, vigorous and daring 
effort which leads to new gas discoveries. Moreover, they injure the interests of the 
consumer in that they will deprive him of future supplies. 

In a word, the dead hand of government regulation and price control would 
destroy the incentives to develop new gas reserves. 

Fourth. Government control of the producer’s field price would in time mean 
higher prices to consumers. 
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If we may be guided by the experience of the natural gas companies, Federal 
Power Commission regulation of the field price of gas may be based on the invest- 
ment in successful ventures only and no return allowed on the large amounts of 
capital lost in unsuccessful ventures. If an attempt is made to provide a return 
on these items, vexing questions immediately arise as to what part of exploration 
expense, dry hole costs, and surrendered leases should be borne by gas instead of 
oil, and would doubtless lead to control of oil if any allocation of such items were 
attempted. Moreover, under such a criterion or standard for determining a proper 
return, the gas producer would not be able to borrow money to carry on his opera- 
tions and new discoveries would rapidly diminish. Also, the producer, in order 
to avoid the consequence of Federal Power Commission regulation, would concen- 
trate on selling his gas in the state where produced, thus reducing the quantity of 
gas moving interstate. Shortages in gas supplies for interstate markets would result 
from all of these factors; and these shortages would necessarily mean higher costs 
of transportation and distribution since, with fixed investments in facilities for 
these operations, a decline in the volume of business handled means a corresponding 
rise in the unit costs. The shortage of gas thus brought about by the control of 
prices would increase the cost of transportation and distribution, which makes up 
from 85 to 95 per cent of the delivered price to the residential consumer. Thus it 
is clear that the application of government price control to gas in the field would 
defeat its alleged purpose of protecting consumers, and in time would actually re- 
sult in reduced supplies as well as in higher delivered prices. 

Fifth. Federal regulation of gas prices will impede gas conservation carried on 
by the producing states. 

The economic basis for the conservation of casinghead gas lies in the availability 
of markets at adequate prices. If gas is not allowed to be sold for its competitive 
price in the field, the producer will not construct the expensive gathering and com- 
pressing equipment necessary to effect its delivery; nor can he justify investment in 
the expensive conservation projects necessary for its further conservation and utiliza- 
tion. Actually, the many gas conservation projects which have been completed 
since the close of World War II are dependent upon the sale of gas at its competitive 
market price. If the price of gas sold by producers to the interstate lines is to be 
regulated on the basis of cost, this program will be destroyed. As a consequence, 
large amounts of casinghead gas which are now being effectively utilized will either 
be wasted through venting to the air or, if the production is shut in, will be held 
in the reservoirs. Thus, further investment in interstate gas pipe lines will be dis- 
couraged and the volume of gas available to interstate markets will be reduced. 

Sixth. Controlling the field price of all gas moving interstate would be an im- 
possible administrative task. 

No doubt the Federal Power Commission is reluctant to embark upon a program 
of regulating the production and gathering of gas generally and the price received 
by the producer, because it is mindful of the many difficulties and serious problems 
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which would arise if it undertook to do so. In 1952 there were only 150 companies 
classified as natural gas companies reporting periodically to the Commission, while 
there were nearly 4000 producers selling gas to these companies. An appalling task 
of administration, maddening delays and restrictions imposed upon producers who 
must act promptly as their experienced judgment dictates, a considerable increase in 
personnel, and substantial new appropriations would be involved if the Commission 
undertook to regulate all these producers. Moreover, there is not enough wisdom in 
any administrative agency to solve the many administrative problems which would 
be presented and to evolve a satisfactory formula which would cause sufficient 
volumes of gas to be discovered and produced to meet future needs. 

It can be seen from these considerations that control of the field price of gas 
by the Federal Power Commission is contrary to the public interest and would 
defeat the efforts of the gas and petroleum industries to provide gas for tomorrow's 
needs. The problem is fundamental. It goes to the very heart and core of our 
American system of private, competitive enterprise. For if a federal agency should 
fix the price of gas in the field, then there is no reason why it should not also fix 
the prices of oil and of products of farms, ranches, mines, and mills which enter 
into commerce. 

In the light of these considerations, it is necessary either by judicial decision or 
by legislation (1) expressly to deny to the Federal Power Commission authority to 
fix or regulate the price at which the producer or gatherer of natural gas sells his 
gas to a natural gas company and (2) to require the Commission, in fixing the rates 
of a natural gas company, to allow as an expense to the company the actual price 


paid for gas purchased from non-affiliates and the market price or fair and reasonable 
value in the field for gas produced by the company or acquired from an affiliate. 
Assurance of these results is a matter of grave concern to producers and consumers 


alike and to the public. 





PHILLIPS AND THE NATURAL GAS ACT 


Braprorp Ross anp Bernarp A. Foster, JR.* 


Should federal regulation encompass sales of natural gas to interstate pipe-line 
companies by “independent producers and gatherers’—those whose natural-gas ac- 
tivities exclusively consist of one or more of the functions of producing, moving, 
processing, and selling in or near the field? Or for that matter, should any sales 
to interstate transporters be federally regulated if made during the course of pro- 
duction and gathering? 

The sporadically impending threat of federal regulation in this area has been a 
matter of growing concern to the oil and gas industry on one side and to thousands 
of consumers on the other, with the Federal Power Commission (Commission) in 
the middle. Many hundreds of producers and gatherers have been disturbed off and 
on for nearly fifteen years, lest they be regulated as a business “affected with a public 
interest” within the utility framework of the Natural Gas Act (Act).? The possi- 
bility of a sharp rise in price, stemming from an authoritative declaration that such 
regulation either could not or would not be invoked, has been a corresponding 
concern of consumers supplied from out-of-state reserves. 

All these fears focus on the meaning to be given to the “production or gathering” 
exemption in Section 1(b) of the Act: 

The provisions of this act shall apply to the transportation of natural gas in interstate 
commerce, to the sale in interstate commerce of natural gas for resale for ultimate public 
consumption for domestic, commercial, industrial, or any other use, and to natural-gas 
companies engaged in such transportation or sale, but shall not apply to any other 


transportation or sale of natural gas or to the local distribution of natural gas or to the 
facilities used for such distribution or to the production or gathering of natural gas.” 


If a company engages in “transportation of natural gas in interstate commerce” 
or in the “sale in interstate commerce of natural gas for resale,” these activities come 
literally within the affirmative coverage of Section 1(b), and the company would 
thereby appear to become in all cases a “natural-gas company” within the definition 


*The authors were respectively General Counsel and Assistant General Counsel for the Federal 
Power Commission until May 30, 1953, when they resigned to establish the firm of Ross, Marsh & 
Foster, in Washington, D. C. They represented the Commission in briefing and arguing the Phillips 
case before the United States Court of Appeals for the District of Columbia Circuit (infra, pp. 401-407). 
Mr. Ross (University of Virginia; LL.B. 1936, George Washington University) is a member of the District 
of Columbia and Wyoming bars. Mr. Foster (A.B. 1931, Wofford College; J.D. 1937, George Washington 
University) is a member of the District of Columbia, Maryland, and South Carolina bars. 

152 Sra. 821-823 (1938), 56 Stat. 83-84 (1942), 61 Srat. 459 (1947); 15 U. S. C. §§717-717w 
(Supp. 1952). Section 1(a) declares that “the business of transporting and selling natural gas for 
ultimate distribution to the public is affected with a public interest, and that Federal regulation in 
matters relating to the transportation of natural gas and the sale thereof in interstate and foreign com- 
merce is necessary in the public interest.” 

* Italics and parenthetical material in quoted matter herein will be supplied unless otherwise noted. 
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of that term in Section 2(6) of the Act.* But if these activities take place within 
the physical limits of the production and gathering field, the question arises whether 
either such activity can then be regulated under the Act, since Section 1(b) states 
that the Act’s provisions shall not apply to “production or gathering.” Neither 
“production” nor “gathering” is defined in the Act, and the problem is whether 
these exempted activities can be administratively and judicially defined to include 
the transportation or sale of natural gas by “independent producers and gatherers.” 

This question, the Commission answered affirmatively in its recent landmark 
decision in Re Phillips Petroleam Company, which at this writing is pending review 
in the Supreme Court.* The history of this particular case dates back to a request 
made in 1946 by the City of Detroit in another Commission proceeding, Re 
Michigan-Wisconsin Pipe Line Co.’ There, Michigan-Wisconsin sought a certificate 
of public convenience and necessity to build a pipe line from Oklahoma to serve the 
City of Detroit, among other communities. Phillips was to be the sole supplier of 
natural gas for Michigan-Wisconsin’s proposed pipe line. Detroit, an intervenor, 
urged that Phillips be joined as a party and be declared to be a “natural-gas com- 
pany,” thus being required to apply for certificates of public convenience and neces- 
sity to construct facilities for the proposed delivery and sale to Michigan-Wisconsin.® 
However, the Commission dismissed Detroit’s request, and in its 1947 Michigan- 
Wisconsin certificate opinion declared that a determination whether Phillips is a 
“natural-gas company,” if necessary, should be made in a separate proceeding “after 
a thorough investigation of Phillips’ operations.”? Such a separate proceeding was 
initiated by Commission order on October 28, 1948.° 


I 
Earty Decisions 


Long before this, however, the question of regulation of “independents” had 
been hesitantly decided four-to-one in a formal Commission proeceeding,’ and had 
become a focal point in a general investigation of the natural gas industry initiated 
by the Commission.’® Indeed, before Phillips was decided, a series of incidents 
ballooned the question into a cause célébre, splitting the Commission, pitting con- 
sumer interests against the oil and gas interests, fomenting a scorching battle in 
Congress as it hammered out a legislative answer, and finally precipitating a presi- 
dential veto." 

Since Phillips is merely the latest chapter in a long controversy, necessity com- 
pels us to summarize prior chapters to make possible a full appreciation of the 

* Section 2(6): “ ‘Natural-gas company’ means a person engaged in the transportation of natural gas 
in interstate commerce, or the sale in interstate commerce of such gas for resale.” 

“ro F. P. C. 246 (1951); see infra, pp. 408-409. °6 F. P. C. 1 (1947). 

® Id. at 25-26. TId. at 25. 

84 F. P. C. 983 (1948). 


® Re Columbian Fuel Corporation, 2 F. P. C. 200 (1940). 
*° FEDERAL Power Commission, Naturat Gas InvesticATion, Docket No. G-580, initiated by order 


of Sept. 22, 1944, 4 F. P. C. 725 (1944); 9 Fep. Rec. 11810 (1944). 
™1 See infra, pp. 386-391. 





384 Law aNnp ConTEMPORARY PROBLEMS 


importance of Phillips and its significance in relation to the general question of juris- 
diction over “independent producers and gatherers.” 

In 1940, two years after enactment of the Natural Gas Act, the Commission found 
itself faced with the jurisdictional problem in a proceeding involving a proposed 
change in a rate which had been voluntarily filed shortly after the Act was passed 
(Re Columbian Fuel Corporation).* In dismissing the proceeding on motion 
of the company, the Commission held that the Act did not extend to “all persons 
whose only sales of natural gas in interstate commerce, as in this case, are made 
as an incident to and immediately upon completion of such person’s production and 
gathering... .”2° But it added that if further experience with administration of the 
Act revealed large initial sales by producers and gatherers which maintain an “un- 
reasonable price despite the appearance of competition,” the Commission would 
decide whether it could “assume jurisdiction” or should recommend legislation “to 
close this gap in effective regulation.”"* Later in the same year, the principles 
announced in Columbian were applied by the Commission in status-determination 
proceedings in Re Billings Gas Company, et al.’° 

In February 1942, the Commission’s Columbian decision elicited a disapproving 
frown from the United States Court of Appeals for the District of Columbia Cir- 
cuit in Peoples Natural Gas Company v. Federal Power Commission.’® Sustaining 
Commission authority to issue a subpoena duces tecum for certain company records, 
the court described as within the Act’s coverage certain sales in Pennsylvania by 
Peoples to an affiliate which transported the gas to New York and sold it to others 
for resale. In so doing, the court referred to the Commission’s Columbian decision, 
saying :** 

We cannot disregard the plain language of the statute because the Commission at one 
time interpreted it narrowly... . 


About a year later, while the memory of Peoples was still fresh, the Commission 
was confronted by a contention, made in express reliance on Columbian, that 
Section 1(b) exempted sales claimed to be made as an incident to the seller’s gather- 
ing process (Re Interstate Natural Gas Company, Inc.)"*. 

With an imprecision betokening little expectancy of the jurisdictional storms 
that were to ensue upon judicial review of its decision, the Commission’s formal 
findings failed to mark the end of gathering, and its narrative descriptions of In- 
terstate’s operations did not finely draw the division line, the Commission saying :” 
Interstate purchases gas from others operating in the Monroe Field in Louisiana, 
“which first gather and transport the gas to specified central delivery points for 
sale to Interstate.” This purchased gas it commingles with other gas it “has pro- 


722 F. P. C. at 200 (1940). 14 Ibid. 
18 Td. at 208. 18> F. P. C. 288 (1940). 


*®©t27 F. 2d 153 (D. C. Cir. 1942), cert. denied, 316 U. S. 700 (1942). 

17 Id. at 155. 

183 F. P. C. 416 (1943), aff'd, 156 F. 2d 949 (sth Cir. 1946), aff'd, 331 U. S. 682 (1947). 
4 fF. P.C.-ataao. 
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duced and gathered” in the same field. It then “transports this commingled gas to 
the points of sale” in Louisiana to purchasers who transport it out-of-state for resale. 

Taking cognizance of the fact that Interstate had successfully resisted regulation 
by the Louisiana Public Service Commission by contending in a federal court that 
its sales were sales in interstate commerce and omitting any reference to its Colum- 
bian decision, the Commission rejected Interstate’s claim that Section 1(b)’s pro- 
duction and gathering exemption precluded federal regulation of its sales, com- 
menting that: 


The negative language in section 1(b) upon which the Interstate Company relies for its 
claimed exemption involving these sales provides that the Commission shall not have 
jurisdiction over “the production or gathering of natural gas.” When the distinction be- 
tween production and gathering of natural gas, and the sale of such gas in interstate 
commerce is kept in mind, effect is given to the Congressional objective.* The Com- 
* For the distinction between production of a commodity and sales of such commodity in interstate 
commerce, see Carter v. Carter Coal Co., 298 U. S. 238, 302-4. (Commission’s italics.) 
mission is bound to obey the command of Congress to regulate these sales in interstate 
commerce for resale to the three pipe line companies. Such is clearly the implication of 
the decision of the Circuit Court of Appeals in Peoples Natural Gas Co. v. Federal Power 
Commission... . 


In rejecting the same arguments by Interstate, the United States Court of Appeals 
for the Fifth Circuit, with one judge vigorously dissenting on the jurisdictional 
point, sustained the Commission, saying :** 


We think petitioner’s difficulties in construction and interpretation arise out of the 
fact that, treating unlike things as alike, it tries to read the exception with respect to 
production or gathering as an exception with respect to sales. There is no warrant in 
the Act for so doing. It is very simply and plainly written. After stating what it shall 
apply to, it then states what it shall not apply to. Under familiar rules of construction, 
a negation in or exception to a statute will be construed so as to avoid nullifying or re- 
stricting its apparent principal purpose and the positive provisions made to carry them 
out. No conflict with them will, therefore, be found unless the conflict is clear and 
inescapable and then only in the precise point of the conflict. Cf. Hartford v. Federal 
Power, 2 Cir., 131 F. 2d 953. Here the statute was drawn to regulate, it picked out 
for inclusion “sale in interstate commerce of natural gas for resale for ultimate public 
consumption.” It excluded from the scope of the act sales other than of this kind. It 
includes transportation in interstate commerce. It excluded local distribution of natural 
gas. 

Unnecessarily perhaps but in the interest of making clear that the act gave jurisdiction 
only over sales and transportation of the kind described in it, it used language removing 
from any doubt that the Commission was not to have jurisdiction over properties used 
for production and local distribution or the activities of production and gathering. It 
did this by expressly providing that the act should not apply “to the facilities used 
for such [i.. local] distribution or to the production or gathering of natural gas.” 
(court’s brackets). 


When it filed in the Supreme Court its brief in opposition to Interstate’s petition 


2° Id, at 420, 421. 
21 Interstate Natural Gas Co. v. Federal Power Commission, 156 F. 2d 949, 951 (sth Cir. 1946). 
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for certiorari, the Commission quoted with approval from the language of the lower 
court, set out above, and said further :** 

The Act clearly provides that a sale in interstate commerce of natural gas for resale 
for ultimate public consumption is a transaction to which the Act “shall apply” whereas 
the actual production or gathering of natural gas is an activity to which the provisions 
of the Act “shall not apply.” To give effect to the whole, as the principles of con- 
struction require, the two activities must be interpreted as being mutually exclusive and 
not that the second nullifies the first. 


On January 6, 1947, the Supreme Court denied certiorari,” but on February 10, 
1947, the denial was vacated and the petition was granted,” following the filing of 
a petition for rehearing by Interstate, supported by the States of Oklahoma and 
Texas, the Independent Natural Gas Association of America, the American Petrole- 
um Institute, the Independent Petroleum Association of America, and the Mid- 
Continent Oil and Gas Association.” 

It is also significant to note that, when the Commission filed its brief on the 
merits in Interstate in April, 1947, there was no repetition of the interpretation 
of Section 1(b) formerly urged in its December 1946 opposition to certiorari, quoted 
above. Instead, there was emphasis upon the substance of the Commission’s 
findings that Interstate “was engaged in transporting the gas here involved after 
it had been gathered but prior to the sale”; that one of the disputed sales was to an 
affiliate; that Interstate was admittedly a “natural-gas company” by reason of sales 
other than those in dispute and thus subject to Commission regulation anyway; 
and that these considerations distinguish Interstate from the decisions in Columbian, 
Billings, and Peoples, the brief concluding that:°* 


A careful analysis of the facts of these three cases and of the present case shows that the 
Commission has never sought to extend its jurisdiction over the sales of natural gas made 
by independent producers and gatherers, but only over sales made by one otherwise a 
natural-gas company or where affiliation between seller and purchaser is involved or 
where there is transportation in interstate commerce by the seller after completion of 
gathering prior to the wholesale sale. 


II 
Impact OF THE /nterstate DECISION 


Meanwhile, growing realization of the full impact of the Fifth Circuit's em- 
bracive Interstate opinion engendered mounting fears among “independent pro- 
ducers and gatherers,” so far untouched by Commission regulation. In turn, came 
a rapid succession of allaying moves. 

Thus, in February 1947, several bills were introduced in Congress which, gen- 
erally speaking, would have nullified the effect of the Fifth Circuit’s opinion by 

* Brief for the Federal Power Commission in Opposition, No. 733, Oct. Term, 1946, pp. 12-13. 

#8 329 U. S. 802 (1947). 

#4 330 U. S. 852 (1947). 


®°See Briefs in Support of Petition for Rehearing, filed in No. 733, Oct. Term, 1946. 
*° Brief for Respondent, Federal Power Commission, No. 733, Oct. Term, 1946, pp. 30, 35, 43- 
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amending the Natural Gas Act so as, among other things, to preclude attachment 
of jurisdiction to companies engaged only in the production and gathering of 
natural gas and its sale to companies transporting for resale out-of-state.”* 

Shortly thereafter, on March 6, 1947, the Commission released for industry com- 
ments certain portions of the report prepared by a special staff in the Commission’s 
Natural Gas Investigation, Docket No. G-580. One of these dealing with Section 
1(b)’s exclusion of production and gathering stated:** 


The exemption [in §1(b)] is complete and would clearly seem to exclude from regula- 
tion under the Act sales made incident to or immediately upon the completion of pro- 
duction or gathering and before interstate transportation begins. 


This section of the report recommended that the Commission adopt an administra- 
tive rule “to relieve the doubts and fears now prevailing” regarding the Commission’s 
view of its jurisdiction over production and gathering sales, thereby making certain 
that :*° 

All activities, including sales made at arm’s length, by those who only produce, gather 
or process natural gas prior to its transportation or sale by others for resale in interstate 
commerce are exempt from the jurisdiction of the Federal Power Commission under 
the provisions of the Natural Gas Act. 


* on the 


On April 10, 1947, the Commission submitted to Congress its reports 
aforementioned bills introduced in February, 1947, saying that their enactment at 
that time would be premature since some of the G-580 special staff reports had 
been released for industry comments, since others had not been completed, and 
since the views of the Commission had not yet been formulated with respect to 
the matters being investigated. It was also pointed out that the Interstate case 
was pending in the Supreme Court. 

During May, 1947, while the foregoing proposed amendments of the Act were 
pending in Congress and with relevant House and Senate hearings partly com- 
pleted, the Commission acted in several jurisdictional proceedings, some pending 
for years.*' Each of its orders disavowed jurisdiction over arm’s-length sales by 
producers and gatherers to unaffiliated interstate pipe-line companies. One of them 
expressly relied on Columbian and distinguished Interstate, but made no reference 
to Peoples.5* 

Hand-in-hand with these actions, on May 27, 1947, the Commission issued a 


27H. R. 2185, H. R. 2235, H. R. 2292, and S. 734, all 80th Cong., 1st Sess. (1947). For a listing of 
subsequently introduced bills and relevant hearings, see Re Phillips Petroleum Co., 10 F. P. C. 246, 268 
n. 32 (1951). 

28 StaFF Report, F. P. C. Docker No. G-580, PRAcTICES AND PROBLEMS IN PRODUCING, GATHERING, 
AND PROCESSING NATURAL Gas 3 (mimeo.) (1947). 

2° Td. at 41. 

°° Hearings before the House Committee on Interstate and Foreign Commerce, on H. R. 2185 et al., 
80th Cong., rst Sess. 10-12 (1947). 

*2 Re The Fin-Ker Oil and Gas Production Company, 6 F. P. C. 92 (1947); Re Kansas-Nebraska 
Gas Co., Inc., et al., 6 F. P. C. 664 (1947); Re R. J. and D. E. Whelan, 6 F. P. C. 672 (1947); Re 
Tennessee Gas andTransmission Company and The Chicago Corporation, 6 F. P. C. 98 (1947). 

*? Re The Fin-Ker Oil and Gas Production Company, 6 F. P. C. 92, 95-97 (1947). 
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notice of proposed rule making, whereby Section 1(b) would be interpreted as 
exempting from its jurisdiction arm’s-length sales made by producers and gatherers 
to interstate transmission pipe-line companies.” 

Not long afterwards, on June 16, 1947, the Supreme Court handed down its 
decision in Interstate, unanimously affirming the Commission’s jurisdiction over 
that company’s sales.** The issue before it, said the Court, involved :*° 


. . . the jurisdiction of the Federal Power Commission to regulate sales made in the 
field by petitioner to three pipe-line companies each of which transports the gas so 
purchased to markets in States other than Louisiana. 


Having rejected an argument by Interstate that its sales were not “in” interstate 
commerce,*® the Court turned to Interstate’s claim that Section 1(b)’s exemption 
of production and gathering precluded federal regulation of the sales. It took 
note of Interstate’s avoidance of regulation by Louisiana in a federal district court 
proceeding, Interstate there claiming that state jurisdiction could not extend to sales 
in interstate commerce,** and the Supreme Court said it was not the purpose of 
the Section 1(b) exemption “to free companies such as petitioner from effective 
public control.” Its purpose, said the Court, was “to preserve in the States powers 
of regulation in areas in which the States are constitutionally competent to act,” 
adding :*° 


Clearly, among the powers thus reserved to the States is the power to regulate the 
physical production and gathering of natural gas in the interest of conservation or of 
any other consideration of legitimate local concern. [Citing Colorado Interstate Gas Co. 
v. Federal Power Commission, 324 U. S. 581, 602-603.] It was the intention of Con- 
gress to give the States full freedom in these matters. Thus, where sales, though tech- 
nically consummated in interstate commerce are made during the course of production 
and gathering and are so closely connected with the local incidents of that process as to 
render rate regulation by the Federal Power Commission inconsistent or a substantial 
interference with the exercise by the State of its regulatory functions, the jurisdiction of 
the Federal Power Commission does not attach.!§ 

** The Federal Power Commission has not asserted jurisdiction over all sales taking place in the 
natural gas fields even though in interstate commerce for resale for ultimate public consumption. In the 
Matter of Columbian Fuel Corp., 2 F. P. C. 200; In the Matter of Billings Co., 2 F. P. C. 288. We 
express No opinion as to the validity of the jurisdictional tests employed by the Commission in these 


cases. 


As to Interstate’s claim that its sales were part of its gathering process and 
respecting subsidiary questions such as “whether the gathering process continued 
to the points of sale or was, as the Commission found, completed at some point 


88 Re an Interpretative Statement of the Commission's Jurisdiction under Section 1(b) of the 
Natural Gas Act with Reference to “Production or Gathering,” Docket No. R-106; 12 Fep. REG. 3679 
(1947). 

** Interstate Natural Gas Company v. Federal Power Commission, 331 U. S. 682 (1947). 

857d. at 684. 

86 Td. at 686-688. 

®* Td. at 686 n.g and 689-690. The case referred to is Interstate Natural Gas Co. v. Public Service 
Commission, 33 F. Supp. 50 (E. D. La. 1940); #d., 34 F. Supp. 980 (E. D. La. 1940). 

88 331 U. S. at 690. 
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prior to surrender of custody and passage of title,” the Court said it was unneces- 
sary to resolve these issues, pointing out that:*® 


By the time the sales are consummated, nothing further in the gathering process remains 
to be done. 


If this means that sales made beyond the point where gathering is found to be 
completed are unaffected by the Section 1(b) exemption, as the Commission later 
concluded,*® then the Court's discussion of that exemption is not material to the 
point decided. Be that as it may, soon after its issuance this decision was inter- 
preted by many as sustaining Commission jurisdiction over sales by independent 


producers and gatherers.*! 

Within a week after the /nterstate decision, the Commission on June 23, 1947, 
unanimously submitted to Congress a proposal to exempt those engaged only in the 
production and gathering of natural gas and sale thereof to transporters in interstate 
commerce. A week later, in analyzing a committee print of proposed amend- 
ments based on one of the bills introduced in February, H. R. 2185, which con- 
tained a number of provisions additional to those exempting independent pro- 
ducers and gatherers, the Commission on July 1, 1947, urged postponement of action 
“except with respect to the one pressing matter of independent production and 
gathering.”** 

A few days afterwards, H. R. 4099, with provisions substantially the same as 
those contained in the Commission’s proposal, was introduced by Congressman 
Priest on July 7, 1947.44 Three days later, the Commission unanimously urged 
enactment of this bill “to make it perfectly clear that independent producers and 
gatherers of natural gas are exempt from the provisions of the Natural Gas Act,” 
dispelling the uncertainty “created following the recent decision of the Supreme 
Court in the Interstate Case.”*° On the following day, July 11, 1947, the House 
passed H. R. 4051, a modified version of the bills originally introduced in Febru- 
ary,*® having on the floor rejected H. R. 4099 as a substitute.*7 But further action 
failed when the Senate Committee on Interstate and Foreign Commerce refused 
to report out S. 734, one of the bills introduced in February, and a companion bil! 
to H. R. 2185. 


On August 7, 1947, by general rule in Order No. 139, the Commission evidenced 
a forlorn hope that it might calm the storm administratively, saying :** 


8° Td. at 692. *° See infra, pp. 398-399. 

“* See e.g., Hearings before a Subcommittee of the Senate Committee on Interstate and Foreign 
Commerce, on H. R. 4051, 80th Cong., 2d Sess. 570 (1948); id. on S. 1498, 81st Cong., 1st Sess. 500- 
501 (1949). But cf. id. on H. R. 4051, 80th Cong., 2d Sess. 108-109 (1948). 

*? See Hearings before a Subcommittee of the House Committee on Interstate and Foreign Com- 
merce on H. R. 79 et al., 81st Cong., 1st Sess. 4-5 (1949). 

*° See Hearings before a Subcommittee of the Senate Committee on Interstate and Foreign Commerce 
on S. 734, et al., 80th Cong., 1st Sess. 95 (1947). 

** 8oth Cong., 1st Sess. (1947). ** See Hearings, supra note 42, at 5. 

*8 93 Conc. Rec. 8751 (1947). *7 Id. at 8749 (1947). 

** F. P. C. Docket No. R-106; Hearings on H. R. 4051, supra note 41, at 105; the full text of the 
order is printed in these hearings at pp. 104-106. 
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For the purpose of administering the Natural Gas Act, the Commission will construe 
the exemption contained in Section 1(b), to the effect that the provisions of the Act shall 
not apply to the “production or gathering” of natural gas, as including arm’s-length sales 
of natural gas by independent producers and gatherers, made during the course or upon 
completion of production and gathering. The Commission, consistent with this con- 
struction, will not assert jurisdiction over such producers and gatherers who might be 
subject to jurisdiction solely because of such sales. 


In a lone dissent referring to Interstate and admonishing the Commission that it 
“should hesitate to do by rule what the Congress had failed to do by law,” Com- 
missioner Draper said:*® 

Interstate commerce is the field in which this Commission has jurisdiction, and no part 


of that jurisdiction may be eliminated except by act of Congress or by interpretation 
of the Courts to which this Commission owes allegiance. 


By February of 1948, this three-to-one split in the then four-member Commis- 
sion” had been replaced by a twoto-two division. This became apparent during 
the second session of the Eightieth Congress in hearings held on H. R. 4051, the 
bill passed by the House, before a Subcommittee of the Senate Committee on Inter- 
state and Foreign Commerce.*? Commissioners Smith and Wimberly subscribed to 
certain proposed amendments of the Act which, among other things, would make 
clear the exemption of independent producers and gatherers.°* Commissioners 
Draper and Olds, on the other hand, took the view that no amendment of the Act 
was needed and further that jurisdiction over interstate sales by independent pro- 
ducers and gatherers was clear and should be retained and exercised when war- 


ranted by unreasonable rate charges to interstate transporters.°* 
A few months later, on April 28, 1948, the Commission published two reports 
on its G-580 Natural Gas Investigation,®* the one subscribed to by Commissioners 


*° Hearings on H. R. 4051, supra note 41, at 106. 

°° The vacancy created by the resignation of Commissioner Sachse on May 2, 1947, left the five- 
member Commission with four members until July 14, 1948. On May 5, 1947, the director of the 
special staff conducting the G-580 investigation, Mr. Burton N. Behling, was nominated to fill this 
vacancy, but the Senate did not act on his nomination by the close of the first session of the 80th 
Congress. His nomination was again submitted on January 9, 1948, but withdrawn on March 19, 1948. 
On April 15, 1948, Mr. Thomas C. Buchanan was nominated to fill the same vacancy. The 80th 
Congress having concluded its second session without acting on this nomination, Mr. Buchanan took 
his seat following an interim appointment on July 14, 1948, and he was eventually confirmed by the 
Senate on June 6, 1949. 

Commissioner Leland Olds’ term expired on June 22, 1949. Following Senate rejection of his 
nomination for an additional term, Mr. Mon Wallgren was nominated to this vacancy, and assumed 
office on November 2, 1949. 

Thus, when Paillips was decided on August 16, 1951 (see infra, pp. 395-401), the Commission 
consisted of Commissioners Wallgren (Chairman), Buchanan, Draper, Smith, and Wimberly. 

5? Agreeing that the Commission was divided two-to-two, Commissioner Olds said, “We are divided 
on the question as to whether, in the regulation of pipe line interstate transportation of gas the utility 
part of the business is to be chopped off where the production and gathering ends.” See Hearings, supra 
note 41, at 200, 

52 Hearings, supra, note 48 at 98, 131-132. 

*8 7d. at 148, 150, 198-201. 

°*FepEerRAL Power Commission, NAaturRAL Gas INVESTIGATION (Docket No. G-580): one volume, 
Report of Commissioners Smith and Wimberly; one volume, Report of Commissioners Olds and Draper 
—Government Printing Office (1948). 





PHILLIPS AND THE Natura Gas Act 391 


Smith and Wimberly which generally agreed with the views of the special staff 
which conducted the investigation, and the other by Commissioners Olds and 
Draper which disagreed, among other things, as to the exemption of independent 
producers and gatherers and the need for amending the Act in other respects. 

By and large, these reports laid down the basic positions of both sides of the grow- 
ing controversy. They were published separately as government documents, received 
the detailed attention of congressional committees, and were later noticed by the 
Supreme Court.” Depending upon the individual commissioners in office during 
the period of controversy, the majority subscribed to one or the other of these 
positions.°° The Commission’s shifting view with regard to jurisdiction over pro- 
ducers and gatherers was emphasized in the hearings as evidence of the need for 
legislative clarification.** One senator later said in debate on the floor:°* 


I grant indeed that the Federal Power Commission has wobbled all over the face of the 
earth with respect to this problem. 


Legislative efforts having failed in the Eightieth Congress, little time was lost in 
resumption of the battle in the Eighty-First Congress.** A number of different 
bills received attention, including Senate hearings on the so-called Kerr bill, S. 
1498." Finally, there was favorably reported an amended version of the bill which 
would clearly exempt independent producers and gatherers.®' On March 29, 1950, 
this bill finally passed the Senate by a vote of 44 to 38 as an amendment to H. R. 
1758." And on March 31, 1950, the House passed H. R. 1758 as amended by the 


Senate with a margin of only two votes—176 to 174. 
But on April 15, 1950, it was vetoed by the President. 


Ill 
Tue Panhandle Cast anp SEcTION 1(B) 


Meanwhile, during the congressional consideration of legislation to settle the 
jurisdictional question, the Supreme Court on June 20, 1949, decided a case di- 
rectly interpreting the production and gathering exemption—Federal Power Com- 


°5 See note 54 supra; infra, pp. 393-394. 

°° See supra note 50. Commissioner Buchanan agreed generally with the position taken in the Olds- 
Draper G-580 report, giving that view a majority from July 14, 1948 until the end of Commissioner 
Olds’ term on June 22, 1949. Following four additional months of a two-to-two split, Commissioner 
Wallgren assumed office on November 2, 1949, and concurred in the Smith-Wimberly position in de- 
ciding Phillips. 

"7 See e.g., Hearings before a Subcommittee of the Senate Committee on Interstate and Foreign 
Commerce on S. 1498, 81st Cong., 1st Sess. 218, 423, 516-517 (1949). 

®§ 96 Conc. REc. 4110 (1950). 

5° See Comment, 59 YALE L. J. 1468, 1481-1484 (1950). 

°° See Hearings, supra note 57. Sce also Hearings, supra note 42, and Supplemental Hearings, ibid. 
(1949). 

*! Sen. Rep. No. 567, to accompany S. 1498, 81st Cong., 1st Sess. (1949). See also H. Rep. No. 
1140, to accompany H. R. 1758, 81st Cong., 1st Sess. (1949). 

*2 96 Conc. REC. 4304 (1950). 

°* Id. at 4567-4568 (1950). 

°* H. Doc. No. 555, 81st Cong., 2d Sess. (1950); 96 Conc. REc. 5304 (1950). 
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mission v. Panhandle Eastern Pipeline Co.’ While the point there in issue was 
not the Commission’s authority to regulate sales of gas by independent producers 
and gatherers, the opinion has intriguing interest here, and the Commission ex- 
pressly reacted to its influence in deciding Phillips, as we shall later see.** The 
Commission in Panhandle endeavored by injunction to prevent Panhandle, a “nat- 
ural-gas company” subject to its jurisdiction, from disposing of reserves of natural 
gas pending the Commission’s determination whether disposition should be allowed. 
In applying for certificates of public convenience and necessity in earlier proceedings, 
Panhandle had placed record reliance on these same reserves, along with others, 
to show its ability, and certificates had been issued upon Commission findings that 
the expansion was warranted.’ ‘Thereafter, the cost of their maintenance had 
been included in the rate base and borne by consumers.® 

Answering Panhandle’s objection that the Commission lacked jurisdiction to 
prevent the proposed transaction because of Section 1(b)’s exemption of production 
and gathering, the Commission asserted that the exemption covered the physical 
activities of production and gathering, such as well-spacing and drilling, but did 
not cover facilities, such as gas reserves and leases. It argued further that the 
reserves had been “dedicated” to interstate service for which certificates had been 
issued, had been maintained in the rate base at the cost of the consumers, and could 
not be abandoned without Commission approval under the provisions of Section 
7(b) of the Act. 

With Justices Black, Douglas, and Rutledge dissenting and Justice Murphy not 
participating, the Supreme Court held that gas leases are an essential part of pro- 
duction and clearly beyond the Commission’s authority to regulate.” The Court 
referred in detail to the Act’s legislative history,’’ relying on the same portion of 
that history in determining the scope of the production and gathering exemption 
which the Commission previously in the Interstate case in the Fifth Circuit had 
successfully argued was not authoritative,’* which Interstate had relied upon to no 
avail when that case reached the Supreme Court,” and which the dissenters alone 
had leaned heavily upon in Canadian River Gas Co. v. Federal Power Commission," 
In so doing, the Court quoted at length from hearings on H. R. 11662, one of the 
Act’s predecessor bills, including statements by the then Commission Solicitor, Mr. 
DeVane, that the Commission would not have jurisdiction over “gathering rates 
or the gathering business.” Referring to its prior decision in Canadian River, the 
Court in Panhandle said it had there held the Commission authorized to “include 
the fair value of the producing and gathering facilities” in the rate base, and then 
cautioned :*° 


5 337 U. S. 498 (1949). ®® See infra, pp. 400-401. 

7 337 U.S. at 507. ** Thid. 

®° Id. at 504, 507-509. 7 Td. at 505-506, 515. 

™ Id. at 502-505. 72 See infra, note 114. 

** Brief for Petitioner, Interstate Natural Gas Co. y. Federal Power Commission, No. 733, Oct. Term, 
1946, Pp. 33-39. 

7 324 U. S. 581, 615-625 (1945); see infra, pp. 394-395. 

75 337 U. S. at 505 n.7. 76 Id. at 506. 
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The use of such data [production and gathering costs] for rate making is not a prece- 
dent for regulation of any part of production or marketing. 


After discussing several sections of the Act cited by the Commission as giving 

it certain authority with regard to phases of production and gathering, the Court 
said :** 
Although these sections bear evidence of congressional consideration of the relationship 
of production properties to other elements of the natural-gas business, they do not even 
by implication suggest to us an extension of the regulatory provisions of the Act to cover 
incidents connected with the production or gathering of gas. 


Correspondingly, the Court later concluded :** 

As we have held above that the transfer of undeveloped gas leases is an activity related 
to the production and gathering of natural gas and beyond the coverage of the Act, the 
authority of the Commission cannot reach the sales. 


Noting that the legislative history is replete with evidence of the care taken by 
Congress “to keep the power over the production and gathering” within the states, 
the Court continued :”® 

This probably occurred because the state legislatures, in the interests of conservation, had 
delegated broad and elaborate power to their regulatory bodies over all aspects of pro- 
ducing gas. . . . Congress enacted this Act after full consideration of the problems 
of production and distribution. It considered the state interests as well as the national 
interest. It had both producers and consumers in mind. Legislative adjustments were 
made to reconcile the conflicting views. 


Worthy of mention also is the fact that, in commenting that if the Commission 


thought it should have power to control disposition of leases it could so inform the 
Congress, the Court characterized as “an analogous situation” the uncertainty of 
opinion in the Commission as to the “reach of the Act toward sales by independent 
producers and gatherers.”™ It then quoted in full the following paragraph from the 
G-580 report of Commissioners Smith and Wimberly, while allowing a mere “see 
also” for the opposing report of Commissioners Draper and Olds :*? 


No reasonable basis is found in the Act or its legislative history for a conclusion that, 
although the “activities” of production and gathering are exempt under Section 1(b), 
sales of natural gas which are made at arm’s length by producers and gatherers who do 
not thereafter transport it in interstate commerce may be regulated. Unless such a dis- 
tinction is specifically disclaimed, doubts and uncertainties will continue to be felt 
and expressed regarding the possible jurisdiction under the Natural Gas Act of those 
who only produce and gather natural gas and then sell it to others transporting such gas 
in interstate commerce. Pp. 38-39. 
In view of the present unsettled state of this matter, it is desirable, as the Commission 
has heretofore recommended, that the Congress should adopt appropriate amendatory 
legislation to make it clear that independent producers or gatherers of natural gas, and 

77 Ibid. 78 Td. at 515. 

79 Id. at 512-513. ® Id. at 515-516. 

817d. at 516 n. 25. 
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their sales thereof to interstate pipe lines, are not subject to the provisions of the Natural 
Gas Act. Such action will confirm what clearly appears to have been the original intent 
of Congress when it enacted the Natural Gas Act in 1938. Pp. 40-41. 


Justice Reed’s opinion for the majority in Panhandle was joined in by Chief 
Justice Vinson and Justices Frankfurter, Jackson, and Burton. Two of these, Justices 
Reed and Frankfurter, together with Justice Roberts, had four years earlier joined 
Chief Justice Stone in a lengthy dissent in Canadian River from the majority’s hold- 
ing that Section 1(b)’s production and gathering exemption does not forbid the 
Commission to include the cost of a “natural-gas company’s” production and gather- 
ing facilities in its rate base in fixing rates for its sales subject to the Commission’s 
jurisdiction.** Significance may logically attach to the suggestion, which arises 
from a mere reading, that the philosophy and reasoning respecting production and 
gathering which permeates the Canadian River dissent, were later woven into and 
elaborated upon in the majority opinion in Panhandle. 

For example, referring to the same sections of the Act which Panhandle analyzed 
as unhelpful to the contentions there urged by the Commission, the Canadian River 
dissent had earlier said:** 

Nor is the plausibility of the Government’s construction aided by reference to the 
provisions of the Act giving the Commission power to make investigations, to regulate 
accounts, to gather information and to find values of property of natural gas companies 
and their depreciation These provisions are obviously directed at aiding the Commission 
in the exercise of various powers which are conferred upon it but which are unrelated 
to the regulation of the production or gathering of natural gas. (Footnote omitted.) 


Also like the Panhandle majority opinion, the Canadian River dissent had 
quoted extensively from the hearings on H. R. 11662, Mr. DeVane’s testimony that 
the Commission should have no jurisdiction over “rates paid in the gathering field,” 
that is, “gathering rates,” which are “fixed by competitive conditions that exist in 
the field.”** And citing to that testimony, the dissent had said:*® 


That the exemption of the production of natural gas from regulation was thought by 
the regulatory authorities themselves to exclude regulation, by the Commission, of the 
price of gas in the producing field, appears from the hearings upon the predecessor bill, 
which contained provisions identical with or substantially equivalent to §§5(b), 6(a), 
g(a), and 1o(a) of the Act as finally passed, and §1(b) of which declared that the pro- 
visions of the bill should not apply “to the production of natural gas.” (Footnote 
omitted.) 


and further that:** 


He said that the unregulated field price was controlling upon the Commission “if the 
transaction is at arm’s length. If the transaction is not at arm’s length, of course, its 
reasonableness may be inquired into, under the decisions of the Supreme Court.” (Foot- 
note omitted.) 

®2 Canadian River Gas Co. v. Federal Power Commission, 324 U. S. 581, 615-625 (1945). 


88 7d. at 619. *4 72. at 621 n. 2. 
*° Id. at 621. 8° 1d. at 623. 
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Similarly, the dissent had adverted to situations where “a regulated utility procures 
from an unregulated source the product which it distributes” and to the standards 
of value prevailing in “an unregulated business when it is conducted at arm’s 
length,” and then concluded :** 

If it be thought that petitioner’s profits from production of gas are too great because 


they are unregulated, and if it be thought to be important that they be reduced it is 
immensely more important that that be not accomplished by lawless action. 


Still another Supreme Court decision merits passing notice here and more de- 
tailed comment later.** After the decisions in Interstate and Panhandle, the Court 
in 1950 held in Cities Service Gas Co. v. Peerless Oil and Gas Company™ that, 
without benefit of any enabling federal legislation, a state is constitutionally compe- 
tent, in the interest of conservation, to regulate the well-head price for gas which a 
producer sells interstate. 

If all of the foregoing suggests a somewhat tumultuous growth of the problem 
and the pressures confronting the Commission when it came to decide Phillips, 
the present purpose has been sufficiently and accurately served, even if an unex- 
purgated account might hold more sensational interest in tracing the bitter battles 
waged in the halls of Congress and the Commission, in the newspapers, and else- 
where. In any event, two things become clear: first, the Commission in the thirteen 
years prior to Phillips had never actually asserted jurisdiction over sales by a pro- 
ducer or gatherer found to be made during the course of gathering or at the termini 
of gathering facilities; and second, concern nevertheless grew in the industry as the 
Commission moved from Columbian to an apparent embracing of Peoples in de- 
ciding Interstate, and as the views of its changing membership expressed outside 
formal Commission proceedings carried an impending threat of a formal assertion of 
jurisdiction. 

IV 


Tue Commission’s Opinion 1N Phillips 


Against the foregoing background, there appears little room for doubt that 
the Commission viewed Re Phillips Petroleam Co.” as a means for resolving the 
general question of its jurisdiction under the Act with respect to “independent pro- 
ducers and gatherers.” Abundant warrant for this conclusion exists in the history 


871d. at 623-624. 58 See infra, pp. 399-401. 

8° 340 U. S. 179 (1950). 

°° ro F. P. C. 246 (1951). Four commissioners agreed that Phillips was not a “natural-gas com- 
pany” under the Act and joined in the order terminating the proceeding—Wallgren (Chairman), 
Draper, Smith, and Wimberly. As will be developed in the text, the majority opinion held (1) that 
Phillips’ sales were a part of or incidental to gathering and thus excepted by §1(b)’s exemption of 
production and gathering, and (2) that regulation of those sales would conflict with the exercise of 
state regulatory functions, exemption following under the Interstate test. Commissioner Draper’s sepa- 
rate concurrence in the majority result rested solely on the second ground (pp. 283-284). In a com- 
prehensive dissenting opinion, Commissioner Buchanan took the position that as a matter of law sales 
cannot be exempted as a part of or incidental to gathering, that as a matter of fact Phillips was 
engaged in jurisdictional transportation after which its sales were made, and finally, that there was no 
evidence of federal-state conflict (pp. 284-321). 
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of the problem, already discussed, and facts involved in the case, to which a sum- 
mary reference here will suffice.*? 

Phillips was a large integrated unit in the petroleum industry, owning properties 
in the Mid-Continent, Illinois, West Texas and New Mexico, Rocky Mountain, and 
Gulf Coast areas. It owned or controlled by contract over 15 trillion cubic feet of 
gas reserves and over 1,247 million barrels of proved reserves of crude oil, natural 
gasoline, and other natural-gas liquids. Thus, although natural gas contributed 
less than 5 per cent of its gross operating revenues, Phillips was a giant among 
producers of natural gas, its annual sales exceeding 400 million Mcf. Over half of 
this total was sold to transporters admittedly subject to Commission jurisdiction. 

In large measure, the gas produced or purchased by Phillips flowed through its 
own lines for processing and disposition at processing plants owned and operated 
by Phillips. It owned about 4,380 miles of gathering, residue, and other gas lines 
in Arkansas, Kansas, Oklahoma, Texas, and New Mexico. It also owned and 
operated 25 natural gasoline plants—1g in Texas, 4 in Oklahoma, and 2 in New 
Mexico. Additionally, it had a part interest in 10 others, 3 of which it operated. 

Typically, gas flowed from the wells through one of Phillips’ several pipe-line 
systems to one of its several processing plants in the field. Each of such systems 
was composed of a network of converging pipe lines of increasingly larger size, 
and thus Phillips collected gas from the wells to common points in or relatively 
near the processing plants. Operations in the plants were conducted either to make 
the gas salable or to recover extractable products, or for a combination of these 
purposes. Thereafter, the gas was moved a few hundred feet or yards, depending 
on the plant and sale involved, to points of sale to the transporters who carried it to 
consumers and distributors in fourteen states. 

Although the PAillips proceeding involved a rate investigation, the Commission 
soon indicated its determination to employ the case as a vehicle to test the juris- 
dictional question. While the hearing was in early progress, the Commission issued 
an order postponing for later determination other issues and restricting matters 
presented to only those relating to whether Phillips was a “natural-gas company.””” 

The Act made it one by definition if it engaged either “in the transportation of 
natural gas in interstate commerce” or in the “sale in interstate commerce of such 
gas for resale.”** By Section 1(b), the provisions of the Act are made to apply 
to such “transportation” and such “sale,” but are made expressly inapplicable to, 
among other things, the “production or gathering” of natural gas.°* The Com- 
mission in its opinion observed that Phillips “correctly concedes that the sales in- 
volved here are sales in interstate commerce for resale” and that there could be no 
doubt “that Phillips’ movement of that gas from the points of production to the 
points of sale constitutes transportation in interstate commerce as a matter of con- 


*? This summary derives from the statement of facts in the Commission’s opinion. 10 F. P. C. at 249- 
261. 

*2 Id. at 248. 

*° §2(6); see supra note 3. 

** For the full text of §1(b), sec supra, } 
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stitutional law,” adding that the latter conclusion is “in part implicit in Phillips’ 
concession respecting the sales.”*° Clearly, therefore, Phillips was a “natural-gas 
company” and subject to regulation unless saved by Section 1(b)’s exemption of 
production and gathering. 

Two distinctly separate considerations are necessarily involved in testing the 
applicability of that exemption—one a conclusion of law and the other a question 
of fact. The legal problem is whether Section 1(b)’s exemption of production and 
gathering can be so construed as to except from the coverage of the Act “transporta- 
tion” and “sales” of the very types to which the affirmative part of Section 1(b) says 
that the provisions of the Act shall apply.°® If the answer be negative, Phillips 
would be a “natural-gas company” and nothing further would remain to be settled 
to fix its status. But if the answer be affirmative, its status would depend upon a 
factual determination yet to be made. For after meaning has been ascribed to the 
words “production” and “gathering’—which are undefined in the statute—status 
would hinge on a factual determination whether, in point of time and place, 
Phillips’ movement and sales of gas come within or outside the defined compass of 
production and gathering. Only if they come within that compass, would exemp- 
tion result. 

As to the question of law, the Commission employed a functional approach and 
concluded that, by the exemption in Section 1(b), Congress had denied it jurisdic- 
tion over the “business” of production and gathering, and that transportation and 
sales occurring during the “process” of gathering are exempt as a part of that 
business.®* In addition, for reasons to which we shall refer later, it construed the 
exemption to include “incidents connected with” and any “activity related to pro- 
duction and gathering.”** Then, on the basis of voluminous evidence,”® the Com- 
mission made specific narrative and formal findings of fact that Phillips’ transporta- 
tion and sales constitute a part of its gathering business, or are incidents connected 
with or activities so related to its gathering process as to require exemption.’ 

The foregoing interpretation of Section 1(b) followed an extensive review 
in the opinion of the legislative history of the Act, of relevant administrative actions, 
and of pertinent judicial opinions. While sufficient reference has already been 
made herein to these general considerations, the Commission’s view of the impact of 
three decisions of the Supreme Court is worthy of particular note.*® 

ee 30 PF. P, C, at 262. 

°° See supra, p. 382. 

*Ts0 F. P. C. at 276-2977. 

°8 Id. at 277; see infra, pp. 400-401. 

*® Hearings began on April 3, 1951, and concluded on May 23, 1951. There were some 6,000 pages 

transcript, plus many additional thousands of pages in some 196 exhibits received in evidence. 10 

, ee ovate. 282-283. 

*°? Also worthy of note is the apparent abandonment by the Commission of a curious jurisdictional 
concept to which it had previously adhered. 

In its 1940 disavowal of jurisdiction over sales made at the termini of gathering lines, the Com- 


mission had asserted that “it was not the intention of Congress to subject to regulation under the 
Natural Gas Act all persons whose only sales of natural gas in interstate commerce, as in this case, 
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In the first place, of course, the Commission had to face up to the Interstate case, 
referred to above.’°? In passing quickly over the Fifth Circuit’s split decision that 
the exemption of “production or gathering” comprehended “activities” but not 
“sales,”2°> the Commission merely noted that its order had been sustained by that 
court in sweeping terms.’* It then observed the Supreme Court’s conclusion that 
Interstate’s sales were “sales ‘in interstate commerce’” and proceeded to quote that 
part of the Interstate opinion which follows a discussion of the purpose of Section 
1(b) to give states full freedom in the areas of production and gathering in which 
they are constitutionally competent to act, the Court saying :?”° 
Thus, where sales, though technically consummated in interstate commerce, are made 
during the course of production and gathering and are so closely connected with the 
local incidents of that process as to render rate regulation by the Federal Power Com- 


mission inconsistent or a substantial interference with the exercise by the State of its 
regulatory functions, the jurisdiction of the Federal Power Commission does not attach. 


Now if this be a part of the actual holding of Interstate, it is undeniably plain 
that the Commission has authority to regulate all sales made during the course 





are made as an incident to and immediately upon the completion of such person’s production and 
gathering of said natural gas and who are not otherwise subject to the jurisdiction of the Commission.” 
Re Columbian Fuel Corporation, 2 F. P. C. 200, 208 (1940). In the same vein, the Commission 
then thought that Congress intended Commission regulation to include companies whose “main” function 
was to transport interstate and sell at city gates for resale, adding that it was assumed that production 
and gathering would “enter the field of regulation” only to the extent that pipe-line companies con- 
trolled these functions directly or through affiliates. 2 F. P. C. at 207. The Commission then con- 
cluded by indicating that if it later found that producing and gathering companies, “through affiliation, 
field agreement, or dominant position in a field,” could maintain “an unreasonable” price despite the 
appearance of competition, it would decide whether it could “assume” jurisdiction over “arbitrary field 
prices” or should refer the matter to Congress. 2 F. P. C. at 208. 

The foregoing suggests that the power to fix the rate for a sale during or at the completion of 
gathering might somehow turn on whether the seller was “otherwise” a “natural-gas company” or 
whether the sale was made at arm’s length. It seems a bit difficult, however, to bottom these sug- 
gestions on the language of §1(b), despite the clear authority of the Commission to ignore the contract 
rate for such a sale not at arm’s length and instead to make an appropriate allowance on a cost 
basis in fixing the rate at which the purchasing company resells. 

In any event, both of these suggestions were specifically continued in 1947 in Re The Fin-Ker 
Oil and Gas Production Company (6 F. P. C. 92; see supra, p. 387), the Commission saying that 
“where a person not otherwise subject to the jurisdiction of the Commission, is engaged in the pro- 
duction or gathering of natural gas exclusive of its transportation in interstate commerce and makes 
arm’s-length sales and deliveries of natural gas in interstate commerce as an incident to or upon the 
completion of that person's production or gathering, the provisions of the Natural Gas Act do not 
apply.” See also F. P. C. Order No. 139, Aug. 7, 1947, Docket No. R-106, and supra, pp. 387-388. 

In Phillips, the Commission was again confronted with sales which where consummated, in point 
of time and place, similarly to those in the foregoing cases. But there appears in Phillips no juris- 
dictional dependence on the fact that Phillips was not “otherwise” a “natural-gas company” subject to 
regulation by the Commission. Nor is the exemption tied to an arm’s-length” characterization of the 
sales. 

Instead, in its seemingly deliberate abandonment of these dubious concepts, the Commission posed 
Phillips in sharper focus as a case testing the basic question whether sales made during or at the 
conclusion of gathering are placed beyond its jurisdiction by §1(b)’s exemption. 

*°? Interstate Natural Gas Company v. Federal Power Commission, 331 U. S. 682 (1947); see supra, 
pp. 388-389. : 

*°8 Interstate Natural Gas Company v. Federal Power Commission, 156 F. 2d 949, 951 (1947); see 
supra, p. 385. 

2410 F. P. C. at 272. 

798 331 U. S. at 690, quoted at ro F. P. C. 272. 





PHILtirs AND THE Naturat Gas Act 399 


of production and gathering other than those proscribed by the judicially com- 
posed ban, quoted above. But in its Phillips opinion, the Commission took an 
unequivocal position’’® that this language is dicta and that /nterstate does no more 
than uphold its jurisdiction over sales made outside the gathering process, the Com- 
mission pointing to the Court’s statement that :’% 


By the time the sales are consummated, nothirig further in the gathering process remains 
to be done. 


For its position that /nterstate cannot be viewed as holding that its jurisdiction 
attached to all interstate sales made during the course of production and gathering 
except where the indicated federal-state conflict occurs, the Commission looked 
for support to the Supreme Court’s later decision in Cities Service Gas Co. v. Peer- 
less Oil and Gas Co.'°° There, the Commission noted,’ state power to regulate 
interstate sales at the well-head was upheld in the absence of enabling federal 
legislation, the Court expressly relying on constitutional principles laid down in 
cases decided long before the passage of the Natural Gas Act. The Commission 
viewed this as showing that a state suffers no constitutional disability to regulate 
at least interstate sales made at the well-head during the course of production and 
gathering. Interstate had said that, to foreclose the attachment of Commission juris- 
diction under the Natural Gas Act, the indicated federal-state conflict must be 
“clearly shown”—plainly connoting federal preemption by that Act as to all sales 
where that conflict is not shown. But in dealing with sales coming within the 
category apparently preempted in /nterstate, Cities Service nonetheless spoke in terms 
of the “quiescence of federal power” and of the settled rule that a state may regulate 
matters of local concern over which “federal authority has not been exercised,” 
despite a resulting impact on interstate commerce. And finally, instead of requiring 
that the conflict be “clearly shown,” the Court in Cities Service conversely noted the 
absence of a contention that the state orders involved a “conflict” with federal authori- 
ty. This seeming switch in substantive view might be explained away if it could be 
said that in Cittes Service the Court was unaware of the Natural Gas Act. But the 


ar go B, P.-C, at 273: 

107 331 U. S. at 672, quoted at 10 F. P. C. 273. This obscure and variously interpreted pro- 
nouncement of the Supreme Court would, of course, apply to a sale made at any point between 
wherever gathering ends and the consumer's burner tip. And taken alone, therefore, does not dispose 
of the question of whether a sale consummated at the termini of gathering facilities does or does not 
constitute a part of the gathering process. Indeed, this statement is preceded by the Court's reference 
to Interstate’s claim that §1(b) precludes the Commission from regulating its sales, the Court asserting 
that it was unnecessary to resolve such subsidiary issues as “whether the sales were made from 
petitioner’s ‘gathering’ lines or from petitioner’s ‘transmission’ lines and whether the gathering process 
continued to the points of sale or was, as the Commission found, completed at some point prior to 
the surrender of custody and passage of title.” 331 U. S. at 692. Correspondingly, the Commission 
brief in the Supreme Court had emphasized that, on the basis of Commission findings, Interstate was 
engaged in “transporting” the gas after the completion of gathering and prior to the sales. See supra, 
p. 386. 

All of this together, at the very least, permits the argument that considerations respecting the “gath- 
ering’’ exemption are irrelevant to the actual holding in Interstate. 

108 340 U. S. 179 (1950). 

109 10 F. P. C. at 274-276. 
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contrary is shown by the following statement in Cities Service, of which the Com- 
mission’s opinion took express cognizance:"'? 


Whether the Gas Act authorizes the Power Commission to set field prices on sales by inde- 
pendent producers, or leaves that function to the states, is not before this Court. 


If it be proper to view Interstate as actually holding that Commission jurisdiction 
attaches to all interstate sales for resale made during the course of production or 
gathering except upon a “clear showing” of the indicated federal-state conflict, the 
holding in Cities Service is at least difficult to understand, if not irrational,’ and the 
Commission concluded that the question before it in Phillips was left undecided 
by either of those decisions. 

The third Supreme Court decision of which the Commission took particular 
account was Federal Power Commission v. Panhandle Eastern Pipe Line Co., also 
referred to earlier herein."’* And its Phillips decision may well stand or fall on 
whether the Commission accurately assessed the Court’s temper in Panhandle 
which directly interpreted the production and gathering exemption. As already 
noted,'’® in respect of production and gathering, the philosophy of the dissenters 
in Canadian River seemingly graduated to become the majority view of the Court 
in Panhandle. The Court in Panhandle placed its stamp of approval on testimony 
by the then Commission Solicitor in connection with one of the Act’s predecessor 
bills, H. R. 11662 (Seventy-Fourth Congress, Second Session), that the Commission 
would have no jurisdiction over “gathering rates or the gathering business”;'!* and 
the Court went far beyond the necessities of treating the issues before it to speak 
of the “uncertainty of opinion in the Commission as to the reach of the Act toward 
sales by independent producers and gatherers,” quoting extensively from that part 
of the G-580 report of Commissioners Smith and Wimberly which denied that the 
Act conferred such jurisdiction, and dismissing the opposing view of Commissioners 
Draper and Olds in their G-580 report with a “see also.”""* Such indicia did not 
escape the attention of the Commission when it decided Phillips.’® Correspond- 
ingly, with the sales issue now before it, the Commission complied literally with 
the Court’s interpretation in Panhandle, holding that opinion to require exemption 
not only of production and gathering, but also of all “incidents connected with” and 
any “activity related to production and gathering.”""* Paralleling that conclusion 


119 340 U. S. at 188-189, quoted at 10 F. P. C. 276. 

“1 There is no reference to Interstate in Cities Service, and presumably the latter did not overrule 
the former. 

2 337 U. S. 498 (1949); see supra, pp. 391-395. 

118 See supra, pp. 394-395. 

144337 U. S. at 505. Earlier, before the United States Court of Appeals for the Fifth Circuit, the 
Commission in its brief in Interstate had objected to the authoritativeness of this part of the history 
largely because of the differences between H. R. 11662 and the Act as passed, and that court apparently 
agreed. 156 F. 2d at 952. But the Supreme Court, in expressly legitimizing this part of the history 
in Panhandle, referred to H. R. 11662 as “substantially similar” to the Act. 337 U. S. at 505 n.7. See 
also supra, pp. 392, 394. 

115 337 U. S. at 262-263 n. 25. 116 19 F. P. C. at 263-264, 274. 

"7 337 U. S. at 506, 515, quoted at 10 F. P. C. 277. In Re Columbian Fuel Corporation, the Com- 
mission nine years before Panhandle had used a somewhat similar phrasing in holding that it did 
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the findings in PAillips determined that all of the company’s sales and movements 
of gas were a part of gathering, or were incidents connected with or activities so 
related to that function as to require exemption as a matter of law.'!® 

Furthermore, referring specifically to Interstate, the Commission additionally 
and separately found that Phillips’ sales were made “during the course of production 
and gathering” and were “so closely connected with the local incidents of that 
process as to render rate regulation by this Commission inconsistent or a substantial 
interference with the exercise by the affected states of their regulatory functions.”"? 

From the foregoing, it is evident that the Commission considered the Phillips 
case as a means for testing generally whether the Act conferred upon it jurisdiction 
over a company whose only interstate sales and movements of gas are found to be 
a part of its gathering or incidents thereof. After reviewing the language and 
history of the Act, its thirteen-year administrative refusal to assert jurisdiction over 
such sales and movements, and relevant judicial indices, the Commission concluded 
as a matter of law that such sales and movements constitute a part of the gathering 
business which Congress intended to free from federal regulation by Section 1(b)’s 
exemption. And it made the factual determinations that, in point of time and 
place, all of Phillips’ sales and movements of gas took place within the compass of 
gathering as thus defined. In reaching this conclusion, the Commission necessarily 
determined that the /nterstate test was contrary to the Act’s requirements so far as 
this test made federal jurisdiction depend on the absence of federal-state conflict. 
And although it took the unqualified position that the Interstate test was not binding 
since born of dicta, the Commission made the precautionary findings appropriate to 
that test if applicable. 

Assuming reviewability and passing the possibility of reversal for procedural error 
or for want of support for findings of fact, there loomed only one reasonable eventu- 
ality that could logically prevent Phillips from effectually testing the general juris- 
dictional question for which the Commission sought resolution. There remained 
a possibility that the courts might hold that the Commission had authority over 
sales made at the completion of gathering, without applying principles or employing 
language to indicate what the result would be as to sales upstream from that point. 


V 


Tue Opinion oF THE Court oF Appeats IN Phillips 


But the perplexing history of this broad jurisdictional problem was destined 
to become still more confusing, frustrating at least temporarily those seeking a de- 
cisive answer. For as we shall shortly see, no reliable criterion is derivable from 
the first judicial decision in PAillips, the court’s opinion being susceptible of sharply 
divergent interpretations. Several petitions for review of the Commission’s decision 





not have jurisdiction over sales made “as an incident to and immediately upon completion of” pro- 
duction and gathering. 2 F. P. C. 200, 208 (1949). 

1810 F. P. C. at 277-278, 282-283. 

119 Td. at 278-279. 
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were filed in the United States Court of Appeals for the District of Columbia Cir- 
cuit, producing states and agencies and those representing consumer interests align- 
ing on opposing sides.’*° After argument before Judges Edgerton, Clark, and Wash- 
ington on December 12, 1952, judicial resolution of the problem then fourteen years 
old was again postponed when Judge Washington withdrew from the case. On 
January 12, 1953, the case was reargued before Judges Edgerton, Clark, and Pretty- 


man. 

On May 22, 1953, the court's decision reversing the Commission came down with 
an opinion by Judge Edgerton,’*’ he and Judge Prettyman concluding on the point 
at issue that Phillips is a “natural-gas company” and further that the Commission 
“should” fix the rates for its sales; Judge Clark dissented from both their reasoning 
and conclusions.'*? 

But the opinion disappoints those who viewed Phillips as a touchstone for 
the harassing jurisdictional problem. For it is somewhat difficult to determine 
specifically the basis upon which the court intended to rest its decision. As we shall 
shortly see, one dispositive basis seems to be the court’s determination that Phillips’ 
sales were consummated after the completion of gathering, leaving interpretation 
of Section 1(b)’s exemption to implication or even immaterial to the decision. Or 
it could be that the court based its decision on a sweeping view that, as a matter 
of law, every sale in interstate commerce for resale is jurisdictional without limitation 
by Section 1(b)’s exemption. 

As to the first possible view, there is warrant for concluding that the court 
substituted its own findings for those made by the Commission. In referring to 
Phillips’ operations in its preliminary statement of the case, the court said:’** 
Through progressively larger pipelines it gathers gas that it produces from its own wells, 
and other gas that it buys, at common points in or near its plants. At these plants it 


processes the gas to make it salable or to recover extractable products or both. Phillips 
then moves the gas here involved through short lines to points where Phillips sells it... . 


This tentative but apparent unwillingness to accept the Commission’s gathering 
findings, implicit in the switch from “gathers” to “moves,” becomes blunt in the 
very next sentence :'** 


129 Petitions for review were filed by the State and the Public Service Commission of Wisconsin, by 
the County of Wayne, Michigan, and by the Cities of Detroit, Michigan, Kansas City, Missouri, and 
Milwaukee, Wisconsin. On the side of the respondent Commission, intervenors included the State 
and the Oil Conservation Commission of New Mexico, the Corporation Commission of Oklahoma, and 
the State and the Railroad Commission of Texas, as well as the Phillips Petroleum Company. Wisconsin 
v. Federal Power Commission, D. C. Cir. No. 11247, et al., 1951. 

*82Tt was Judge Edgerton who in 1942 had written the opinion for the same Court in the Peoples 
case. See supra, p. 384. 

722 Wisconsin v. Federal Power Commission, 205 F. 2d 706 (1953). 

723 Td. at 708. 

™* Ibid. If this sentence be an effort by the court to parallel the assertion by the Supreme Court 
in the Interstate case that “By the time the sales are consummated, nothing further in the gathering 
process remains to be done” (331 U. S. at 692), it overlooks the fact that the Interstate assertion is in 
express harmony with the findings made by the Commission in that case. See supra, pp. 388-389. 
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Thus Phillips sells the gas after the time and beyond the place where production and 
gathering are complete and after processing has intervened. 


These statements appear at the outset of the opinion describing the physical facts 
and are followed by paragraphs devoted to discussion of legal principles. If they 
correctly reflect the facts, then reversal of the decision of the Commission should 
ultimately follow since it made contrary findings as to the same facts. And while 
much of the remainder of the court’s opinion would thereby be rendered surplusage, 
it does supply evidence that the foregoing quotations do not spring from a careless 
use of words, but rather denote the thesis underlying the court’s disposition of the 
case. 

Thus, it is stated later that the Supreme Court has repeatedly upheld Commission 
authority to regulate rates at which a “producer and gatherer of natural gas sells 
it, after producing and gathering it... .”!*° Likewise, the court characterized 
Cities Service as irrelevant since “Phillips’ sales are made after the gas has been 
gathered into trunk lines.”"*® Again, it said, “The exemption of production and 
gathering does not exempt sales made after production and gathering have been 
completed.”’*’ Finally, having earlier brushed aside the Commission’s finding that 
Phillips’ sales are made “during the course of production and gathering” as being 
“unsupportable”—without attempting to state why—the court flatly asserted the 
contrary to be the fact—again without stating why.'** 

The court nowhere discusses the meaning ascribed by the Commission to the 
critical term “gathering.” Nor does it attempt to lay down a definition of its 
own. Therefore, the court’s determinations, quoted above, that Phillips’ sales are 
made after the completion of gathering could possibly be assessed in either of two 
ways: (1) if the Commission’s definition was applied by the court to its own evalua- 
tion of the physical operations, then the court’s determinations would be a substitu- 
tion for the findings of the Commission, the court’s contrary findings of fact that 
“Phillips sells the gas after the time and beyond the place where production and 
gathering are complete and after processing has intervened”; or (2) if the court 
applied to the facts as it saw them, some undisclosed but different definition of its 
own for “gathering,” the court’s determinations would be an unexplained rejection 
of both the Commission’s legal conclusion in defining gathering and its factual 
application of that definition. 

If the court merely substituted its own findings of fact for those of the Com- 
mission, it did so without reference to or analysis of the Commission's findings or of 


725 505 F. 2d at 709. Apart from the literal accuracy of this statement which does not come to grips 
with the question of jurisdiction over sales made during or at the completion of gathering, it may be noted 
that one of the two cases relied on by the court is Colorado-Interstate (Canadian River) (supra, pp. 394- 
395), which did not involve a question whether the Commission can regulate sales made during or at the 
completion of gathering. And as we have seen, it is a matter of dispute whether this question was or 
was not resolved in Interstate, the other case relied on by the court. Not the least of evidences that 
the question was not decided there inheres in the Supreme Court's statement in the Interstate opinion 
that ‘We express no opinion as to the validity of the jurisdictional tests employed by the Commission 
in [the Columbian and Billings cases” (see supra, p. 388), where that was the question at issue. 

126 505 F. 2d at 710 n.9. 

CG; at Fit. 128 Td. at 711 n.11; id. at 712. 
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the voluminous record upon which they were based. And whether or not it might 
have shown those findings to be lacking the requisite record support, its failure 
to undertake this task and its replacement of judicial findings for the traditional 
products of the administrative process would then constitute a departure from 
elemental and long-settled principles of administrative law. Indeed, this would be 
so even if the court’s determinations be deemed inextricable admixtures of findings 
of fact and a conclusion of law in the form of some unstated different definition. 
For the absence from the Act of a definition made it necessary for the Commission 
—as the agency charged with and experienced in administering the statute and 
familiar with its history and the industry affected—to determine initially the mean- 
ing of “gathering” and its application to the particular facts before it. And it is 
settled that a court reviewing the determination made in such a context is limited 
warrant in the record’ and a reason- 


“oe 


to deciding whether that determination has 
able basis in law.”!*® Whatever may be the correct explanation for the court's 
statements that Phillips’ sales occur after the completion of gathering, they seem- 
ingly render immaterial to the decision the exemption in Section 1(b) since the 
exception for “gathering” cannot affect jurisdiction over sales made after its com- 


pletion. 

But other parts of the opinion argue against the foregoing as an unqualified 
explanation of the decision reached by the court. So we turn to consider its other 
possible underpinning. 

If it be correct that, as a matter of law, no interstate sale for resale can be ex- 
cepted from the Act’s coverage by the Section 1(b) exemption, then the result 


reached by the court is sound. Its opinion suggests the court’s inclination toward 
such a view of the law, but leaves unclear the extent to which the court relies upon 
such a principle in reaching its decision. Significantly, the court quoted approvingly 
the Fifth Circuit’s rejection in the Interstate case of that company’s attempt to “read 
the exception with respect to production or gathering as an exception with respect 
to sales,”"*° this apparent concurrence disregarding the fact that the Supreme 
Court in the same case said that Section 1(b) is to be read as conferring exemption 
of sales made in the course of production and gathering where their regulation 
by the Commission results in federal-state conflict.*' Similarly, the court quoted 
the Fifth Circuit’s reference to Peoples as holding that the Section 1(b) exemption 
of production and gathering “did not limit the commission’s jurisdiction over” 
interstate sales, despite the express recognition in the Phillips opinion that the 


2 National Labor Relations Board v. Hearst Publications, Inc., 322 U. S. 111, 130-131 (1944); 
Rochester Telephone Corp. v. United States, 307 U. S. 125 (1939); South Chicago Coal and Dock Co. 
v. Bassett, 309 U. S. 251, 260-261 (1940); Sunshine Anthracite Coal Co. v. Adkins, 310 U. S. 381, 
399-400 (1940); Gray v. Powell, 314 U. S. 402, 412-413 (1941); Unemployment Commission of 
Alaska v. Aragon, 329 U. S. 143, 153-154 (1946); Cardillo v. Liberty Mutual Co., 330 U. S. 469, 477- 
479 (1947). 

8° 156 F. 2d at 951, quoted at 205 F. 2d 710. 

"See supra, p. 388. 
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“production and gathering” contention was not mentioned in the Peoples opinion.**” 
Furthermore, having pointing out that the purpose of the Act was to occupy the 
field in which states may not act,'** the court observed that the Commission had 
made an undisputed finding that Phillips’ sales were sales in interstate commerce 
for resale, and then made the unqualified statement that:'** 


It follows that no state can regulate these sales. 


From these pronouncements, it would inescapably follow that the correct rule of 
law, under the court’s view, is that Commission jurisdiction attaches to every sale 
in interstate commerce for resale, without limitation by Section 1(b)’s exemption. 

But the whole picture painted by the opinion is by no means so precise as these 
excerpts suggest. In the first place, such a rule of law would render it totally 
unimportant whether the sales were made before or after the completion of gather- 
ing. Yet time after time, the opinion attributes apparent importance to the fact that, 
in the court’s view, Phillips’ sales are made after the completion of gathering. 
Secondly, such a rule’s failure to recognize any exception disregards the exemption 
allowable under the test in Interstate, the principal case seemingly viewed by 
the court as requiring the result it reached in Phillips. 

But elsewhere the court’s opinion indicates an awareness of the exemption allow- 
able under Interstate. In this connection, it should be recalled that, in considerable 
detail, the Commission had analyzed Section 1(b) along with the Supreme Court's 


132156 F. 2d 951-952, quoted at 205 F. 2d 710; supra, p. 385. To the sentence referred to in 
the text, the court appended a note saying that Peoples’ brief raised the production and gathering 
contention, and that “We rejected it without mentioning it.” 

183 505 F. 2d at 709. 

*841d. at 710. Two sentences later, the court dropped into a footnote to discuss Cities Service, 
which it said upheld state power to fix the price of gas “sold at the well-head for interstate movement.” 
This description of the sale may constitute an effort to square with Cities Service the court's flat state- 
ment that no state can regulate sales in interstate commerce for resale. But this would seem a language 
distinction without a difference. Indeed, at the outset of Cities Service, the Supreme Court said the 
issue there was the power of a state to fix prices at the well-head of gas “sold interstate.” 340 U. S. 
at 180. 

An interesting possibility is suggested as to this matter of labels. It is a fact that, in upholding 
state power to regulate sales to consumers in local distribution, the Supreme Court has been on both 
sides of the fence in denominating the commerce involved. Having early based such power on the 
intrastate character of the sales involved, expressly denying that they could in any proper sense be a 
part of “interstate commerce,” and later on their local rather than national character despite the fact 
that they were expressly held to be in “interstate” commerce, the Supreme Court still later reverted 
to and now follows the doctrine that such sales are subject to state control because a part of “intra- 
state’’ commerce. For a reference to the cases involved and a discussion of this switching of labels, see 
Federal Power Commission v. East Ohio Gas Co., 338 U. S. 464, 470 n.10 (1950). This “intrastate” 
characterization of the sale finally settled upon seems plainly at war with the uninterrupted continuity 
of movement of the commodity and of the commerce involved, whatever be the decision as to state 
power to regulate the sale. 

It would be a strange repetition of history if, with respect to sales of gas moving interstate and 
made during the course of production and gathering, state power to regulate some or all of them, should 
finally be justified judicially by the anomalous label, “intrastate.” Some of these sales were described 
by the Interstate language, it will be remembered, as “being technically consummated in interstate 
commerce,” but denied to Commission regulation in event of federal-state conflict and presumably 
subject to state control. 331 U. S. at 690. A more recent decision of the Court employs language 
implying that “interstate” commerce begins beyond the point where production and processing have 
ceased. See infra, note 150. 
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Panhandle opinion as compelling it to exempt anything found to be a part of the 
gathering business “or” incidents connected with “or” activities related to such 
business.’**> On review, the court dissected this as a misapplication of the Supreme 
Court’s Interstate test, which it quoted with the following italicization :*° 


where sales, though technically consummated in interstate commerce, are made 


during the course of production and gathering and are so closely connected with the 
local incidents of that process as to render rate regulation by the Federal Power Com- 
mission inconsistent or a substantial interference with the exercise by the State of its 
regulatory functions, the jurisdiction of the Federal Power Commission does not attach. 


Then, referring to those findings of the Commission which were expressly tied to 
Panhandle, the Court said that the substitution by the Commission of “or” for “and” 
reverses the sense. But in the very same paragraph, the court dropped into a foot- 
note to quote in its entirety the separate finding made by the Commission where 
it expressly applied the Interstate test, and that finding, in the exact words of 
Interstate, uses “and,” not “or.”!** Furthermore, the view of the Commission that 
the later Panhandle interpretation of Section 1(b) required exemption of “incidents” 
of gathering—and this is where the “or” was used—was ignored by the court in 
Phillips which dismissed Panhandle in a footnote as not in point, without a mention 
of its possible impact as the most recent and exhaustive interpretation by the Supreme 
Court of Section 1(b)’s production and gathering exemption. 

Finally, an effort to discern the basis on which the court bottomed its result is 

rendered still more difficult by the following statement of the question appearing in 
the last paragraph of the opinion: 
But the validity or invalidity of the Commission’s conclusion that Phillips is not a 
“natural-gas company” does not turn upon the evaluation of testimony or upon any 
facts peculiar to this case. It turns upon the generic question whether the exemption 
of “production or gathering” in §1(b) of the Natural Gas Act covers interstate sales of 
gas by the corporation that produced and gathered it.'#8 


This attachment of significance to whether the sale is made “by the corporation 
that produced and gathered it” eludes the jurisdictional question presented in 
Phillips. Nowhere did the Commission even suggest that sales would be exempted 
by Section 1(b) unless, as it found, they are a part of production or gathering or 


5 10 F. P. C. at 273-274, 277, 282-283. 

788 231 U. S. at 690, quoted at 205 F. 2d 711. 

87 505 F. 2d at 711 n.11. The Commission’s finding of conflict of its regulation with the exercise 
of state regulatory functions the court thought “immaterial,” since for unstated reasons the court con- 
cluded that Phillips’ sales were not “made during the course of production and gathering,” thus re- 
jecting the Commission’s finding to the contrary, for reasons similarly unstated. For the Commission’s 
treatment of Interstate, see 10 F. P. C. at 272-273, 275, 276, 278-280. 

*88 205 F. 2d at 711. Compare this statement of the question with the court’s reliance on Colorado- 
Interstate (Canadian River) where the sales of gas involved were indeed made “by the corporation 
that produced and gathered it,” the issue running not to any claimed exemption of sales as being 
a part of gathering, but to whether §1(b) precluded the Commission from including the company’s 
producing and gathering facilities in the rate base and its producing and gathering expenses in operating 
expenses, instead of allowing in operating expenses the “fair field price” for the gas finding its way 
into the transmission lines, as the company unsuccessfully contended. See id. at 710, and 324 U. S. 
581, 597-604 (1945). 
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incidents of or activities related to those processes. Under Section 1(b) and the 
contentions advanced in Paillips, decision turns on whether in Jaw sales can be a 
part of “gathering” and whether in fact such sales take place within the defined 
compass of “gathering”’—quite apart from whether they be sales of gas “by the 
corporation that produced and gathered it.” There is no question as to Commission 
jurisdiction over interstate sales for resale by such a corporation of gas which it 
produces, gathers, and thereafter transports and sells, as was the case in Colorado- 
Interstate (Canadian River). The court's statement of the question would thus 
explain away its otherwise puzzling reliance on Colorado-Interstate, referred to 
above.'*® Likewise, it was never disputed that the sales of gas in Interstate, like 
those in Colorado-Interstate, were made “by the corporation that produced and 
gathered it.” But as we have seen, this misses the point in Phillips. Moreover, 
the court’s statement of the issue, as well as its denomination of that issue as one of 
law rather than fact, is out of harmony with the opinion’s pervading preoccupation 
with the court’s determination that Phillips’ sales are made after the completion of 
gathering. 

For all of these reasons, an attempt to state the rule of the case in the court’s 
Phillips decision is somewhat complicated. On the one hand, it is certain that the 
court determined that the sales occurred after the completion of gathering, and from 
this would follow its decision, quite aside from whatever its position as to the 
possible exemption of sales made during gathering. Conversely, though less clearly, 
the court seems to embrace a view that Commission jurisdiction extends without 
exception to all sales in interstate commerce for resale, and application of this prin- 
ciple would require the result reached by the court and make immaterial its de- 
termination that the sales occurred after the completion of gathering. Whatever 
the correct view, the opinion left completely suspended the hopes of those who 
looked to Phillips for a definitive answer to the question of jurisdiction over sales 
made during or at the completion of gathering. Taken as a whole, it might be 
considered as deciding that Commssion jurisdiction in any event includes sales made 
immediately upon the completion of gathering, but even this is uncertain since 
the court does not indicate where gathering ends; indeed, any suggestion that it 
deemed the sales as made at the completion of gathering collides with the inference 
that it considered gathering as completed “at common points in or near” Phillips’ 
plants and thus at places anterior to the points of sale.*° At the least, the court 
decides no more than that Phillips is a “natural-gas company” and that its rates 
“should” be fixed by the Commission. 


VI 
Later ReLevant Decisions 
Two months after the court’s decision in Phillips, the United States Court of 
Appeals for the Eighth Circuit on July 20, 1953, had handed down its decision 


18° See supra, note 125 and note 138. 
4° See quotation from court’s statement of the case set out supra, p. 402. 
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in Northern Natural Gas Company v. Federal Power Commission, a proceeding in- 
volving a Federal Power Commission order concerning Northern’s rates for sales 
which were concededly subject to Commission jurisdiction.* Some of the gas so 
sold Northern produced in the Hugoton field in Kansas. As to production from 
this field, the Kansas Commission had issued an order requiring that persons taking 
gas “attribute” for all purposes a value of not less than 8¢ per Mcf at the well-head.’*” 
In its order, the Federal Power Commission made an allowance for the gas pro- 
duced in Hugoton on a cost basis and rejected a contention that it was legally bound 
to follow the Kansas order and allow an “attributed” 8¢, which was approximately 
3¢ more than the allowed cost-basis figure. This contention—based on Section 1(b)’s 
production and gathering exemption, on the Commission’s decision in Phillips, and 
on the Supreme Court’s decision in Cities Service—was likewise rejected by the 
court when it sustained the Commission’s allowance on a cost basis. The court 
added that it was “not in disagreement with the decision of the Court of Appeals 
for the District of Columbia in” the PAillips case.'4* It would seem, however, that 
any question of “agreement” between the two decisions may have little consequence 
since the difference between the issues in the two cases would appear to require, as 
a reading of the court’s opinion in Northern demonstrates, the application of differ- 
ent principles. In PAillips, the problem is whether certain sales are excepted from 
federal regulation by the exemption of production and gathering in Section 1(b); in 
Northern, where the sales were not made during the course of gathering and were 
admittedly subject to federal regulation, the question is whether the Section 1(b) 
exemption requires obedience to the State Commission’s attribution order by the 
Federal Commission in its fixing of rates for sales as to which it otherwise is con- 
cededly free to regulate on a cost basis. But the Northern case continues to be of in- 
terest here since at this writing, the Supreme Court having denied certiorari on 
January 4, 1954,'** has for over a month refrained from acting on pending petitions 
for rehearing, possibly because of the pending of PAillips. 

This same period saw additional developments in Phillips. Most of those con- 
cerned had from the beginning assumed that the Supreme Court would ultimately 
decide the case, the issues posed being generally considered extraordinary and im- 
portant. But for a while it seemed that they reckoned without the Supreme Court. 
For on November 30, 1953, that Court refused to review the decision of the court 
below, denying petitions for certiorari filed by Phillips, by the State and the Rail- 
road Commission of Texas, the Corporation Commission of Oklahoma, the State 
and the Oil Conservation Commission of New Mexico, and the Federal Power 


Commission.'*° 


™2 506 F. 2d 690 (8th Cir. 1953). 142 1d, at 702-703. 

148 Id. at 707. 

*** State Corporation Commission of Kansas v. Federal Power Commission and Northern Natural 
Gas Company v. Federal Power Commission, 346 U. S. 922 (1954): a conditional petition by the 
Commission seeking review of the lower court’s remand for additional findings as to rate of return 
was denied at the same time, Federal Power Commission v. Northern Natural Gas Co., ibid. 

145 346 U. S. 896. 
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In the wake of these denials of certiorari, it seems not unlikely that the shock 
of surprise to the Commission and the industry was soon replaced by attempts to 
reevaluate the Phillips opinion by the court below and by a pondering of legislative 
approaches in a new administration along with a growing consumer interest. And 
it may well be supposed that little more than a faint hope accompanied the filing 
in the Supreme Court of petitions for rehearing, which incidentally did not include 
one filed for the Commission. But the off-again-on-again history of the production 
and gathering question was to add at least one more rare twist to its already unique 
record. On January 18, 1954, with Justice Black dissenting, the Supreme Court 
vacated its November 30, 1953 denials of certiorari in Phillips and granted the 
petitions.'*® 

As this action turned both sides to the task of briefing Phillips, the Supreme 
Court on February 8, 1954, handed down its decision in Michigan-Wisconsin Pipe 
Line Co. v. Calvert.** Combing this opinion, each side in Phillips may be expected 
to seek signs of the Court’s inclinations respecting production and gathering. Since 
each may find indices it views as helpful, the opinion merits notice here. 

In separate cases simultaneously decided, Michigan-Wisconsin and Panhandle 
Eastern Pipe Line Co., both “natural-gas companies” under the Natural Gas Act, 
attacked what was denominated a Texas occupation tax for the privilege of en- 
gaging in the “gathering of gas,” principally on the ground that it infringed the 
commerce clause.'** Both companies purchased gas from Phillips at the outlet of 
the latter’s processing plants in Texas, the gas flowing thence continuously to points 
outside Texas for later resale by the purchasers. The tax was measured by the 
entire volume of gas “taken,” and the levy was admittedly designed to avoid taxing 
the sale. Using what the Court called a “beggared definition” of the term “gather- 
ing gas,” the tax statute provided that, in the case of gas containing hydrocarbons 
that are removed, “gathering gas” means the “first taking” after the gas has passed 
through the outlet of the processing plant. 

Respondents in Phillips may seek comfort in the total impact of the Court's 
striking down of the state tax on the ground that the “taking” is not “so separate 
and distinct from interstate transportation as to support the tax,” the Court saying :"*° 

. we think that, as a basis for finding a separate local activity, the incidence must be 
a more substantial economic factor than the movement of the gas from a local outlet of 
one owner into the connecting interstate pipeline of another. 


From this, the argument might run: “Taking,” as here used, is an integral part of 
the act of delivery, being the receipt by the purchaser upon transfer from the seller. 
And delivery is an inseparable ingredient of the sale itself. Therefore, the “sale” is 
analogously as difficult of segregation as is the “taking,” and if state taxing power is 

146 Phillips Petroleum Co. v. Wisconsin, 346 U. S. 934 (1954); Texas v. Wisconsin, ibid.; Federal 


Power Commission v. Wisconsin, 346 U. S. 935 (1954). 


#7 347 U. S. 157 (1954). 
48 Tex, Laws 1951, c. 402, §XXIII. 
189 349 U. S. at 169. 
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barred by the commerce clause from attaching to the latter, so also as to the former. 
A fortiori, a direct regulation of the sale by the state is precluded. Whatever the 
decision under Section 1(b) as to state power over sales made during gathering, 
this argument could theoretically be made as to sales made at the termini of gather- 
ing facilities. 

But the Michigan-Wisconsin opinion itself elsewhere shows the danger in this 
oversimplification. The lower court followed a “two-step” view, taking and trans- 
mission, with interference in between found in title passing and processing. Re- 
jecting this analysis, the Supreme Court noted that the tax was not imposed on 
processing which was performed by Phillips and occurred before the taking. Then, 
adverting to the admission that the levy was designed to avoid taxing the sale, the 
Court thought the incidence must be a “more substantial economic factor” than the 
taking, as a basis for finding a “separate local activity.” It is obvious that less 
difficulty would be encountered in establishing the entire sale as an adequately “sub- 
stantial economic factor” than in the case of the mere taking. This at least suggests 
that the Court would more readily sustain an assertion of state power to tax in rela- 
tion to the sale than where the taking is the incidence. 

Among the aspects of the opinion which the petitioners in Phillips may view as 
helpful is the suggestion that the Court may experience little difficulty in generically 
considering Phillips’ processing as a part of gathering. For example, the Court 
said: 

The problem in this case is not whether the State could tax the actual gathering of all 
gas whether transmitted in interstate commerce or not . . . but whether here the State 


has delayed the incidence of the tax beyond the step where production and processing 
have ceased and transmission in interstate commerce has begun.!? 


Similarly, in referring to Utah Power & Light Co. v. Pfost,'°' where it had sus- 
tained a state license tax on the hydroelectric generation of energy after finding that 
it was necessary to convert mechanical energy into electrical energy before trans- 
mission and that the conversion was completed at the generator where the interstate 
movement was held to begin, the Court said:!** 


This is analogous to the situation here where the gas is prepared by Phillips for trans- 
mission and is then fed into appellants’ lines. 


15° 1d, at 166-167. Later (p. 169), the Court said, “But the tax here is not levied on the 
capture or production of the gas, but rather on its taking into interstate commerce after production, 
gathering and processing” (Court’s italics). It is not clear whether the phrases, “production and 
processing have ceased and transmission in interstate commerce has begun,” and “taking into interstate 
commerce after production, gathering and processing,” impart a suggestion that everything anterior to 
the point of “taking” may be deemed “intrastate commerce.” If so, life is breathed into the possibility 
that, here again in sustaining state power over a part of an integrated interstate movement in commerce, 
the Court may resort to labels out of harmony with the physical facts. See note 134 supra. Of course, 
as to sales of gas for interstate transmission consummated during gathering, such a result would strip 
the transactions of their interstate character in law and so place them beyond Commission jurisdiction 
under §1(b). But it would leave still unclear the matter of jurisdiction over sales consummated at the 
termini of gathering facilities, since the “taking” in such sales would presumably be held an inseparable 
part of interstate transportation under Michigan-Wisconsin. 

151 586 U. S. 165 (1932). 152 347 U. S. at 168 n. 6. 
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This fortifies the suggestion that Phillips’ processing may properly be viewed as a 
part of its gathering and perhaps implies the validity of state taxing power as applied 
in relation to all that is encompassed by Phillips “preparation” of the gas for 
transmission. Whatever this might mean as to sales made during gathering, it 
would seemingly leave open the question of power to regulate sales made at the 
termini of gathering facilities. It is interesting to note in this connection that under 
the Federal Power Act'**—which is constructed somewhat similarly to the Natural 
Gas Act and includes an exception for facilities used for generation where Section 
1(b) of the Gas Act includes one for production and gathering—it has been held 
that the Commission has jurisdiction over a company’s generating facilities used 
as aids to a sale of electric energy made inside a generating plant.'™ 

In sum, while Michigan-Wisconsin bears an interesting factual and legal relation- 
ship to Phillips, its reach falls short of reliable aid. And since it is a tax case, any 
enthusiasm it might generate must be somewhat dampened when attempting to 
relate it to a test of power directly to regulate. 


VII 


CoNCLUSION 


By the time this is published, the Supreme Court will probably have handed 
down its decision in Phillips. In it, the Court will find a ready vehicle for resolution 
of a problem which is at once of exceptional importance, nationally and locally, and 
which has long plagued the Commission and the industry. Upon it, may depend 
the effectiveness of measures avowed to conserve a valuable and exhaustible natural 
resource, local measures with significance reverberating nationally. The principles 
there laid down could ultimately decide whether federal maximum-price regula- 
lation will range back to the well-head, and as some contend, insure natural-gas 
service at prices reasonable to consumer and all others, or as others would say, 
drive producers and gatherers to outlets not federally regulated, prematurely dry- 
ing up reserves available for interstate markets. By the same tokens, those principles 
could eventually determine whether minimum-price regulation by producing states 
will, as some argue, be permitted to accelerate the impetus toward a consumer gas 
rate governed largely by competition with other fuels, or as others would put it, 
be allowed to conserve and achieve maximum recovery of inevitably diminishing 
reserves, making gas available for a longer period for both local and interstate uses 
at prices fair to the producer and all others. Somewhere within the ambit of these 
views may be found a coordinated basis under the present Act for harmonizing both 
state and federal interests. The variety of equities plead for the wisdom necessary 
to that end. Otherwise, it seems unlikely that the final chapter in the controversy 
will be written by the Supreme Court. 


183 49 Stat. 838, 847 (1935), 16 U. S. C. §§791a, 824(b) (1952). 
18¢ Hartford Electric Light Co. v. Federal Power Commission, 131 F. 2d 953, 961-963 (2d Cir. 1942), 
cert. denied, 319 U. S. 741 (1943). But see Connecticut Light & Power Co. v. Federal Power Com- 


mission, 324 U. S. 515, 526-531 (1945). 
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At least, it is surely not too much to hope that, however the Supreme Court 
decides Phillips, it will there settle definitively the question of jurisdiction over sales 
made during and at the conclusion of gathering, and this by the application in the 
opinion of principles spoken so plainly as to leave no room for fuzzy areas of clouded 
doubt when sought to be applied to physical operations differing slightly from those 
involved in Phillips. 











RATE REGULATION OF NATURAL GAS 
COMPANIES BY THE FEDERAL 
POWER COMMISSION 


Cuarces I. Francis* 


The scope suggested by the foregoing title is so broad as to require an introductory 
comment on what is to follow. Of necessity this article will attempt only to describe 
the current practice and policy of the Federal Power Commission (hereinafter re- 
ferred to as the Commission), and comments or criticism with respect to those 
policies will be limited to but a few of the many problems encountered; also of 
necessity it presupposes at least some familiarity with rate and regulatory terminology 
and the general principles of rate making. 


PROCEDURE 


The Natural Gas Act’ itself prescribes no set procedure with respect to rate 
hearings or rate action by the Commission. Briefly stated, the Act requires every 
natural gas company to file a statement of its rates, charges, etc., with the Com- 
mission and to file with the Commission any proposed change in a previously posted 
rate at least thirty days prior to the proposed effective date of such change, and 
authorizes the Commission to investigate effective rates either upon its own motion 
or upon complaint by an interested party. The exact procedures for this are speci- 
fied in detail by the Commission’s Rules. 

Where initial rate filings of a new rate for a new service are involved, the Rules 
prescribe only the form and general content,” since the Commission has agreed with 
the generally accepted opinion that an initial rate schedule cannot be suspended.’ 
Unfortunately, this rule and this lack of power have been substantially circumvented 
by the Commission’s practice of attaching rate conditions to orders issuing certificates 
of public convenience and necessity. It has become common practice for the 

*Member of the Texas bar; Vice President and General Counsel, Texas Eastern Transmission 
Corporation, Houston, Texas. Due acknowledgment is made by the author to R. Clyde Hargrove, 
Shreveport, La., Assistant General Counsel of Texas Eastern Transmission Corporation, for his assistance 
in the preparation of this article. 

252 SraT. 821 (1938), 15 U. S. C. §§717-717w (1946). 

* Federal Power Commission, General Rules and Regulations, including Rules of Practice and Pro- 
cedure, 18 Cope Fep. Reas. §154.1 (1949). 

37d. §2.4(d). 

“No new sale or transportation of natural gas in interstate commerce may be commenced, nor may 
facilities be constructed therefor, unless the Company has first obtained from the Commission a Cer- 
tificate of Public Convenience and Necessity authorizing such sale, service or construction. Sce 7(c) of the 
Act, 52 Star. 824 (1938), as amended, 56 Star. 83 (1942), 15 U. S. C. §717f(c) (Supp. 1952). The 
Commission is empowered “to attach to the issuance of the certificate and to the exercise of the rights 
granted thereunder such reasonable terms and conditions as the public convenience and necessity may 
require.” Sec. 7(e) of the Act, 52 Srat. 824 (1938), as amended, 56 Star. 83 (1942), 15 U. S. C. 
§717f(e) (Supp. 1952). 
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Commission to require any natural gas company seeking authority to render 
a new service to justify in the certificate proceeding the rate which it pro- 
poses to charge for that service. Such certificate conditions sometimes require 
natural gas companies to change the rate level, and frequently the form, of such pro- 
posed initial rates by simply disapproving the proposed rate and requiring the filing 
of a rate schedule satisfactory to the Commission prior to the commencement of 
service. By this means the Commission, although it may not suspend an initial rate 
filing, may reject an initial rate submitted for filing on the ground that it fails to 
comply with a positive requirement of a condition attached to a certificate order. 
There is considerable doubt as to legality of this device, since it unquestionably 
grants to the Commission a power not otherwise conferred on it by the Act. The 
legality of the device has never been tested, and quite likely never will be, for 
the simple reason that natural gas companies seeking authority to commence new 
services or to construct new facilities are usually contractually obligated to operate 
on time schedules which do not permit them to raise the question.® 

Investigation of natural gas companies’ rates usually is commenced by an in- 
formal investigation by a limited field staff. If this informal check indicates that 
rates may be unreasonably high, discriminatory or otherwise improper, the Com- 
mission customarily orders a formal rate investigation. At this juncture, a full- 
fledged field staff usually moves in for an examination of the company’s books and 
records. These investigations may consume comparatively little time or may ex- 
tend over a period of years, and are not to be confused with the more or less routine 
audits of the plant accounts of natural gas companies conducted regularly by the 
Commission’s accounting staff in order to determine the accuracy of a company’s 
plant entries on an original cost basis. If the field staff's findings lead it to believe 
that the company’s rates may be too high, discriminatory or otherwise improper, 
the Commission will then order a formal hearing, and it is on this record, not the 
field investigation, that the Commission must make its findings® as to the reasonable- 
ness of the existing rates and fix the rate level, terms, and conditions and other 
elements of the company’s tariff’ for the future. 

The procedure for filing for a change in an effective tariff was amended as of 
July 1, 1953, by the Commission’s Order in its Docket No. R-124. Briefly, it may 
be said that the changes of form, or of terms and conditions which are not con- 
sidered to be an increase in the rate level, or of minor adjustments in rate level re- 


*Many gas purchase contracts providing the gas necessary to support new sales contain a clause 
permitting the producer to cancel the contract unless the natural gas company secures a certificate by 
a specified date; frequently financial commitments and sales and other contracts also contain such “dead- 
line dates.” The conditioned certificate order could be appealed, but it is not unlikely that even if the 
court agreed with the company that the condition was illegal, it would also find that it had no power 
to issue a certificate, and would remand the case to the Commission to allow the Commission to de- 
termine whether a certificate should be issued at all if it had to be issued without a rate condition. 

* Sec. 5(a) of the Act, 52 Stat. 823 (1938), 15 U. S. C. §717d(a) (Supp. 1952). 

718 Cope Fep. Recs. §154.14 (1949) (Tariff or FPC gas tariff). The term “tariff” or “FPC gas 
tariff’ means a compilation, in book form, of all of the effective rate schedules of a particular natural 
gas company, and a copy of each form of service agreement. 
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quire only a relatively brief and simple statement in support of the changes. How- 
ever, if the proposed changes will result in a major increase in rates, a voluminous 
amount of supporting data must be furnished concurrently with the filing of the 
new rates. The description of the data required to be filed fills nineteen typewritten 
pages, some single and some double spaced, and no attempt will be made to de- 
scribe it in detail. Upon receipt of the filing, the Commission may suspend the 
increased rates, and order a hearing to determine the reasonableness thereof; as a 
matter of practice the Commission always follows this course when a major rate 
increase is filed. During such suspension period, the old rates continue in effect. 
After suspension and prior to hearing, much the same procedure is followed as was 
described above in cases where the Commission investigates effective rates. The 
Commission’s suspension order may be effective for five months only, at the end of 
which time the natural gas company may place the increased rates in effect under 
bond.® Since it is seldom possible to conduct a staff investigation of the increase, 
hold a hearing, file briefs, render an Examiner’s decision, file exceptions, and make 
a final decision within the five month suspension period, the increased rates usually 
do go into effect under bond. 

This exceedingly brief outline of the procedural aspects of the Commission’s 
rate regulation leaves untouched many problems presented by the Rules, particularly 
with respect to the data which must be furnished in connection with the filing of 
an increased rate,!® but should be sufficient to indicate that the major and critical 
problem encountered is one of time. The Commission must have time to allow 
its staff to analyze the data filed by a company in connection with an increased 
rate filing or to analyze the books and records of the company in an investigation. 
The hearings themselves are extremely broad in scope, usually involve highly com- 
plex problems, and require a great deal of time for preparation as well as for actual 
hearing. At the same time a natural gas company cannot afford undue delay if 
a rate increase is urgently needed,"’ nor should the public be subjected to undue 

® 18 Cope Fep. Recs. §154.63(b)(3)(i) (1949). 

*Sec. 4(e) of the Act, 52 Star. 822 (1938), 15 U. S. C. §717c(e) (Supp. 1952). A bill has been 
introduced in the Senate (S. 2971, 83d Cong., 2d Sess. (1954)) modifying this provision. 

2°'The basic problem is whether the Commission is empowered to reject the increased rate itself 
where the Commission considers that the data required to be filed with such increased rate do not 
comply with the requirements of the Rules. The Rules themselves assert such a power. 

*1 This is not an uncommon situation. A large percentage of the gas purchase contracts of many 
natural gas companies contain so-called “favored-nations clauses,” which require the company to re- 
determine the price paid under those contracts at stated intervals, and to raise such price to the level 
of the highest price (within that producer’s geographical area) then being paid by the company 
to other producers, or in some instances to the level of the highest price or the average of the three 
highest prices then being paid by any company to any producers. The activation of these clauses has 
resulted in the past and will result in the future in cost increases of millions of dollars per year. In 
such instances, it is absolutely essential that the company be able to place increased rates in effect, even 
if under bond, concurrently with the effective date of the increased cost of gas. The Commission’s 
present Rule 154.63(b)(3)(i) is restrictive to the point of being dangerous in this regard. It requires 
that financial data submitted in connection with an increased rate filing “shall be based upon a test 
period consisting of 12 consecutive months of most recently available actual experience, adjusted for 


changes in . . . costs which are known . . . and which will become effective within seven months 
of the last month of available actual experience. . . .” It is physically impossible to record the results 
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delay if a rate decrease is in order. The bonding procedure in connection with a 
rate increase filing affords some relief, but is not a satisfactory solution either for 
the natural gas company or for its customers. The natural gas company is collecting 
money under bond which it may have to refund in part or entirely, several years 
after it has been collected, together with 6 per cent interest thereon. The customer 
does not know whether the rate it is paying is actually a true expense to it or not; 
it may receive a substantial refund long after the close of the then current ac- 
counting period, and may be subjected to substantial unreimbursed expense in passing 
the refund on to its own customers. This problem is also magnified and aggravated 
by the fact that most customers of natural gas companies are municipalities or dis- 
tributing utilities who must in turn base their rates to the general public on the 
cost of gas to them. In many instances, a chain reaction has occurred where a 
single rate increase filing by a natural gas company has resulted in filings for rate 
increases by several companies in a vertical line descending from each of several 
direct customers of the natural gas company. 

A great deal of study has been given to possible improvements in procedure, 
either by amendment of the Rules or otherwise, which might reduce the time re- 
quired to make a final rate determination.’* The gist of all of these studies has 
been and will be that the only possible solution is the maximum amount of coopera- 
tion between the natural gas company, its customers, and the Commission. Re- 
cently the Commission has adopted an aggressive policy of attempting to settle rates 
through negotiation between these three interested parties, and has met with con- 
siderable success in this effort. This is a long step in the right direction and can 
be used to further advantage so long as, and to the extent that, the three groups 
involved (the company, its customers, and the Commission) freely exchange all 
relevant data, restrict their demands to genuine needs and not bargaining material, 
and honestly try to settle any differences of opinion on a compromise basis. Above 
all, it requires complete confidence on the part of each member of the group that 
the other members are acting in the same good faith that it is. The natural gas 
companies themselves could facilitate matters through the maintenance of closer 
liaison with their customer companies, by keeping them advised in advance of the 





of actual operations on the company’s books and prepare the voluminous filing contemplated by the 
Rules in sufficient time to make the seven month period above cited coincide with the end of the five 
month suspension period which must elapse before rates may be made effective under bond. In all 
cases, the seven month period will elapse from one to three months before the five month suspension 
period, and even so short an interval as that between the onset of costs and acquisition of increased 
revenues could occasion staggering losses to a natural gas company. The only solution available to the 
company is to file data in addition to that required by the Rules, reflecting the onset of such costs on 
the date on which the suspension period ends. This is not only unduly burdensome; if the Commis- 
sion staff maintains its current position, it almost certainly will file a motion to dismiss the entire filing, 
and the company must accept the risk of successfully combating that motion. This Rule seems almost 
deliberately designed to punish a natural gas company, and should be amended. As an aside, it might 
be added that under the present Rule the recently introduced Humphrey Bill (S. 2971; H. R. 7624), ex- 
tending the suspension period from five to fifteen months, if enacted into law will bankrupt the first 
natural gas company faced with a major increase in costs under the “favored-nations clauses.” 

72 Committees of the Independent Natural Gas Association are now studying this problem. They 
are expected to submit a comprehensive report to the Commission in the near future. 
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possible or probable necessity of increased rates together with the reasons therefor, 
and by furnishing them with adequate data in support thereof. 


SussTANTIVE Rate MakInG BY THE CoMMiIssION: THE Cost oF SERVICE 

The consistent policy of the Commission has been and is to allow rates which 
will produce revenues equal to the total cost of service; the first element of any 
rate case consequently is determination of the company’s total cost of service. This 
may be defined as the sum of the expenses (including depreciation and income 
taxes) incurred by the company during a given test period, plus a reasonable return 
to the company. Once the total cost of service has been determined, it is necessary 
to determine what share of that total should be borne by jurisdictional and non- 
jurisdictional business,’* and what share of the total attributable to jurisdictional 
business should be borne by the various rate zones and types and classifications of 
service offered by the company, if there are multiple zones and types and classifica- 
tions of service. The problem of making these allocations on a proper basis is easily 
as complex and involved as making a proper determination of the total cost of 
service in the first instance. Not only do most natural gas companies disagree with 
the allocation methods employed by the Commission, but many of them also disagree 
with each other. No attempt will be made here either to analyze the Commission’s 
allocation policies, or the views of any individual company or rate analyst, other 
than to point out that if the wide difference of opinion on the subject proves any- 
thing it must prove that allocations cannot be made by formula but must be made 
on the basis of the facts peculiar to the individual company and the individual rate 
or service involved. 

Two comments must be made in connection with any discussion of the use of 
cost of service by the Commission as a basis for determining rates. The first is that 
the Commission should not necessarily fix an individual rate, where a multiplicity of 
zones or types of rates exist, on the basis of a mathematically allocated cost of that 
individual service. This is not to say the total revenues should not be measured 
by the total cost of service, but only that the revenues realized from an individual 
rate or rate zone should not be closely conformed to a complicated and highly 
controversial calculation of the cost of serving that rate or rate zone. Several elements 
may be entitled to consideration along with the mathematical figures. 

Historical considerations are usually worthy of great weight, and indeed have 
frequently been given great weight in the past. This is not an argument in favor 
of allowing a rate which clearly has been too low in the past in relation to the total 
cost of service to remain too low; it is no more and no less than a statement that the 


impact of an abrupt adjustment to a proper proportionate level may need to be con- 
sidered, particularly if the proportionate adjustment is coupled with a substantial 


increase in the over-all cost of service. 


** Direct sales to industrial customers are not subject to rate regulation by the Commission. Sec. 
1(b) of the Act, 52 Srar. 822 (1938), 15 U. S. C. §717(b) (Supp. 1952). 
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Another factor entitled to serious consideration is the value of the service to the 
customer. If a particular type of service is of exceptional value as compared to other 
types of service (an example might be a firm supply of winter or peak day gas with 
no corresponding obligation to buy in the summer or off peak period as contrasted 
with a routine day-to-day supply and obligation to buy), this factor should be care- 
fully considered and weighed along with the mathematically allocated cost of that 
service. 

Another factor which may be considered is the size of the customer. A dis- 
tributing utility customer of a natural gas company serving a very small community 
may and probably does lack the same opportunities for development of a varied 
load as are available to a distributing utility customer serving a densely populated 
and highly industrialized area. This factor has been given consideration by many 
natural gas companies in the establishment of special rates applicable only to small 
customers, which special rates in most cases probably do not produce revenues equal 
to the mathematically allocated cost of service. 

Situations may also arise in which it is impossible, or inadvisable in the public 
interest, to establish rates by use of the cost of service method. For example, if 
the Commission has rate jurisdiction over the independent natural gas producer, 
and actively assumes that jurisdiction, it is difficult to see how those rates (the 
field price of gas) can be regulated on a cost of service basis. The larger natural 
gas companies have a tremendous number of gas purchase contracts with different 
producers, some of whom produce gas from the same field or even the same pro- 
ducing horizon of a field. All of these have different capital costs and different 
operating expenses. The sheer physical task of attempting to regulate so many 
different operations on a cost of service basis must be impossible of accomplishment 
unless the staff of the Commission is multiplied many times, and probably im- 
possible even then. Second, the use of a cost of service as applied to an independent 
producer would be, in the opinion of many competent students as well as this 
writer, inadvisable and contrary to the public interest. Since any argument on this 
point, either pro or con, would likely consume more space than is contemplated for 
this entire article, no discussion of this proposition will be attempted."* 


Tue Test Pertop aNp DETERMINATION OF EXPENSES 

As previously stated, the cost of service is developed over a period of time con- 
sidered proper for testing the reasonableness of the proposed or effective rates. Se- 
lection of a proper test period can be a matter of crucial importance; for example, 
the volume of sales, the level of unit costs, the size of the plant, all may vary con- 
siderably from year to year. In general, the Commission requires that the test period 
used be a past period where actual book figures and experience are available, but 
estimates for the future may be permissible or necessary in any given case. If, at 
the time the rates are to be determined, the company has recently undergone such 


** See article by author, Federal Regulation of Interstate Shipment and Sale of Gas, FourtH ANNUAL 
InstITUTE ON O1L aND Gas Law AND TAXATION 103 (SOUTHWESTERN LEGAL FouNDATION, 1953). 
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a sizable expansion that its past operations are no indication of what its future 
operating results will be, then the reasonableness of the rates proposed for the future 
must be tested by what its operations will be and not by what they once were but 
never will be again. 

However, certain problems commonly occur no matter which test period is 
used. The most common is the adjustment of past experience to reflect known 
changes in costs that have occurred or will occur prior to or at the time the new 
rates become effective. The company must sustain the burden of proof that such 
a cost adjustment is definite and certain and not merely speculative, and of properly 
applying that adjustment to its experience figures. A second common problem is 
the non-recurring income or expense item. The first phase of this problem con- 
sists of determining whether the item is in fact non-recurring. If it is, it then 
must be determined whether it should be disregarded in fixing rates for the future, 
or whether it is so sizable or so closely related to a capital item that equity requires 
that it be amortized over a given period of years. 

The thorniest expense determination problem of all, and the one which un- 
questionably has received the most publicity, is the determination of the field price 
of gas to be included as an expense where the natural gas company itself, or an 
affliated company, is the producer. To date, the Commission has found such cost 
to be a cost of service determined from actual operating expenses, and allowed a 
return on the original cost of the investment less accrued book depreciation.*** As 
might be expected, this has resulted in a tremendous disparity between expenses 
allowed a natural gas company for the use of its own gas and the expenses allowed 
where the gas was purchased from an independent producer. So much has been 
written and said on this subject that there is little that can now be added.’*° One 
comment should be made, however. If the field price of gas produced by a natural 
gas company, or its affiliate, is to be determined on a cost of service employing an 
original cost rate base, then surely the rate of return, if it is to give any reasonable 
recognition of the risk element involved, should be far in excess of that applied to 
the natural gas transmission business. 


RETURN 


The return element of the cost of service is the product of the rate base of the 
natural gas company multiplied by a reasonable rate of return expressed as a per- 
centage of that rate base. In as much as the determination of the net rate base 


74" Since this article was written, the Commission by a 4 to 1 decision in Opinion 269, In the 
Matter of Panhandle Eastern Pipe Line Company, Docket No. G-1116 et al, issued April 15, 1954, has 
reversed this position and allowed the natural gas company the “fair field price” for its own gas. 

*° For exhaustive discussions of different points of view on this subject, see the Smith-Wimberly 
Report and the Draper-Olds Report, both based upon the Commission's Natural Gas Investigation, Docket 
No. G-580 (1948). The author was counsel in these proceedings for a very large section of industry, 
including, among others, the American Petroleum Institute, and urged through witnesses, briefs, and 
arguments, the allowance to natural gas companies of the fair field price for their own gas, the non- 
regulation of arm’s-length gas purchases, and the abandonment of the “vanishing rate base’ theory. 
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involves consideration of depreciation allowances and handling of the depreciation 
reserve, that subject must be considered concurrently with any discussion of return. 


Rate Base 

In so far as the Commission is concerned, the rate base of a natural gas company 
is the original cost of its plant which is used or useful in the natural gas business, 
less accrued book depreciation, plus working capital. From an administrative stand- 
point, the use of this standard for determining a rate base has been of great ad- 
vantage to the Commission. As of today, the original cost of the plant of most 
natural gas companies has been determined, and the Commission has maintained a 
policy of periodic field audits of the books of natural gas companies in order to 
approve or disapprove accounting entries for capital items, whether the natural gas 
company was at that time involved in a rate proceeding or not. While it has been 
impossible for the Commission to keep exact pace chronologically in checking such 
plant accounting entries, it is believed that it has checked most larger companies 
through very recent dates. 

The Commission has been aided considerably in keeping up-to-date checks on 
plant accounts, not only through the use of the original cost method, but because 
of the existence of its certificate powers. 

Since the Commission must find that any proposed new facilities are required 
by the public convenience and necessity in order to issue a certificate therefor,'® it 
must pass in advance on the feasibility and need for any such plant additions. Al- 
though neither the Act nor the Rules specifically so state, it seems clear that once 
the Commission has found that such additions are required, they must be included 
in the rate base as used or useful in the natural gas operations of the company. 
Questions with respect to the includability of certificated property in the rate base 
should be raised only when such property has not actually been constructed and 
placed in operation at the time of the rate determination. In such instances, the 
property should nevertheless be included in the rate base if during the period selected 
as a test period such property would be necessary or useful in order for the company 
to fulfill its obligations and provide the services from which it had been assumed 
revenues would accrue. 

Properties not certificated by the Commission but which may be considered in de- 
termination of the plant account are of two kinds: (1) Those for which no cer- 
tificate is required, such as gathering lines; and (2) those for which a certificate 
is required but for which the certificate has not been issued or the properties con- 
structed. 

With respect to the first classification, the property is clearly includable in plant 
account if it is in fact used or useful in the company’s natural gas business. The 
burden of proving this fact is upon the company. The second classification should 
be includable subject to the same test as that applied to property certificated but not 

*° Sec. 7(e) of the Act, 52 Strat. 824 (1938), as amended, 56 Star. 83 (1942), 15 U. S. C. §717£(e) 
(Supp. 1952). 














Rate REGULATION OF NaturaL Gas ComPANigs 421 


constructed; however, the Commission’s present Rules reflect the current position of 
its staff that such uncertificated properties may not be included in the plant account. 
Rule 154.63(b) (3) (i) provides in part: “Adjustments to experience . . . may include 
the amounts for facilities for which a permanent or temporary certificate is out- 
standing, provided such facilities will be in service within the test period, but shall 
not include any amounts for facilities in respect to which a certificate of public con- 
venience and necessity must be obtained, but which has not been issued at the date 
of filing... .” 

This provision of the Rules is not necessarily determinative of the question, for 
the Commission has recognized that a natural gas company may submit data other 
than that specified in the Rules if it has relied on such data in support of a rate in- 
crease.’ Logically there seems to be no justification for differentiation in the treat- 
ment accorded to certificated and uncertificated properties when the properties 
have not been constructed, except in the standard of proof to be required of the 
natural gas company. Existence of the certificate order serves only to prove that 
the property when constructed will be used or useful in the business, and clearly 
this fact should be susceptible of proof in the absence of a certificate. Similarly, 
since the property is not actually constructed and in use it should not be includable 
in the plant account unless a test period has been selected’® which requires the 
assumption that the property has been constructed and is being used. The test 
should not be the existence or non-existence of a certificate, but the proper period to 
be selected for the determination of the company’s rates, with a corollary assumption 
that all property required to render the services needed to produce the assumed 
revenues was in service during such period. 

While this article will not attempt to discuss other methods of determining the 
plant account than original cost, it is apparent that the weaknesses inherent in any 
original cost determination are necessarily present in the Commission’s use of that 
method. The most critical of these is the rigidity of an original cost determination 
during an inflationary or deflationary spiral in general price levels. It is an un- 
questionable fact that it would cost far more today to construct a plant capable of 
transporting any given quantity of natural gas than it originally cost to construct 
such a plant even a few years ago. It should be equally clear that basing a return 
on a plant whose original cost was, say, 50 per cent of its present day value, severely 
penalizes the company’s equity owners in both a practical and an economic sense. 
At the same time, the administrative efficiency of the original cost determination 
cannot be denied. This writer and others have suggested that the original cost of 
the plant might be adjusted by the use of a simple index weighting the cost per ton 
of steel and the cost of labor. This would impose no administrative difficulties and 


™T Sec. 154.63(b)(3)(i) of the General Rules and Regulations: “If, in addition to the data specified 
in Statements A to N, the natural gas company has relied on other data in support of its rate increase, 
such other data, appropriately identified and designated as such and separately stated, shall be submitted.” 

*® The test period would not necessarily have to be a future test period; frequently adjustments 
must be made to past experience, to account for events which have not occurred but which definitely 
will occur in the future, which produce the same results as the use of a future test period. 
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would result in a rate base far more nearly approximating the “fair” or “present 
value” of the company’s plant than unadjusted original cost. It is subject to the 
criticism that, since both bond interest and preferred stock dividends are fixed by 
contract and remain constant and related to the original plant cost despite fluctuation 
in the general price level, adjustment of the entire rate base in the amount suggested 
would result either in an undue windfall to the common stockholders during an in- 
flationary period, or an undue penalty to common stockholders, and possible im- 
pairment of the company’s ability to meet preferred stock dividends and bond in- 
terest payments, during a deflationary period. As a result, some economists have 
suggested that such adjustments might better be reflected in the rate of return than 
in the rate base.’® The writer has no quarrel with this; it is immaterial either from 
a practical or a theoretical standpoint where the adjustment is made to reflect 
general price fluctuations so long as an adjustment is made, and so long as it is 
made consistently and not just during a deflationary period. Possibly the best 
approach to this problem is that which has been advocated by some economists and 
by at least one witness before the Commission in recent rate cases.2° This solution 
would adjust by the use of designated indices the determination of the cost of 
money as an element of the rate of return, by applying such indices to the equity por- 
tion only of the cost of money determination. It would seem that this solution both 
satisfies the requirements of administrative efficiency and answers the economic ob- 
jections to adjusting the rate base by indices, while at the same time it recognizes and 
gives effect to the impact of changing general price levels. 

While working capital is theoretically added to the net plant account in arriving 
at a total rate base, it is not a material item under present Commission practice; 
indeed, it frequently is not an item at all. After determining the total working cap- 
ital allowance, the Commission then credits against that total the cash accrued in 
advance for income tax payments. This cash figure is fixed at 75 per cent of the 
current year’s income tax accruals, which amount except under most unusual cir- 
cumstances is substantially all of the working capital allowance and frequently 
exceeds it. 

Admittedly there is some justification for this, at least in so far as cash working 
capital is concerned, for a company does accrue taxes, and collect cash on that 
accrual, well in advance of the date on which such taxes must be paid. There is, 
however, no justification for the determination of cash working capital requirements 
from a fixed formula. The Commission allows 45 days’ operating expenses, ex- 
clusive of the cost of gas and certain other costs, as a cash working capital allow- 


*® Ett W. CLemens, Economics anp Pusitic Uritities 153 (1950); Inston R. Barnes, THE Eco- 
NOMics OF PuBLic UtiLiry REGULATION 415 (1942). 

*°See the testimony of Dr. J. Rhoades Foster in the following hearings before the Commission: In 
the Matter of Panhandle Eastern Pipe Line Company, Docket Nos. G-1116, G-1317; In the Matter 
of Texas Eastern Transmission Corporation, Docket No. G-1964; In the Matter of Transcontinental Gas 
Pipeline Company, Docket No. G-2075; In the Matters of Pacific Power and Light and Mountain States 
Power Company, Docket No. U-S-1723. Dr. Foster has advocated the same approach in testimony be- 
fore the Maine, Massachusetts, Ohio, and Illinois Commissions. Also, see the excellent article by Walter 
A. Morton, Rate of Return and the Value of Money in Public Utilities, 28 Lanp Economics 91 (1952). 
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ance; in many instances this simply does not approach the amount of cash which a 
company must keep on hand. The larger natural gas companies have enormous 
cash requirements, it being estimated that minimum bank balances of five million 
dollars should be available at all times for efficient operation. In any event, the 
amount of cash working capital (or minimum bank balances) required can be de- 
termined in the case of any given company, and should be proved as a fact rather 
than determined by formula. 


DEPRECIATION 

Since the rate base is customarily plant original cost less book depreciation ac- 
crued on a straight line basis, consideration of the depreciation practices of natural 
gas companies is essential to any discussion of the propriety of this method of de- 
termining rate base. No attempt will be made to enter into an economic analysis 
of what depreciation is or how it should be determined; this article is concerned with 
the practical effect of current Commission policies on natural gas companies. 

A depreciation allowance for a natural gas company must take into considera- 
tion not only all those factors customarily considered by utilities in general, but 
also certain features peculiar to natural gas companies. The first and most im- 
portant of these is a depletion element which must be recognized in the depreciation 
allowance since there is no other appropriate place for it. A natural gas company 
is worthless unless it has gas to transport and sell; as the gas reserves owned by or 
committed to it are depleted, there is an attendant loss of value or future earning 
capacity unless those reserves are currently replaced. As of a given date, however, 
the company can only foresee an assured gas supply for a relatively limited period. 
This is not a matter of undue concern to the management of natural gas companies, 
since they are unanimously confident that so long as the rate of discovery continues 
as it has in the past, there is no serious probability that they will be unable to 
replace reserves currently being consumed; however, prudent management must 
give recognition to the fact that they can take into account only known reserves. 
Even if they were not inclined to do so, they have been left no choice in the matter, 
since this factor has caused the bondholders of virtually all natural gas companies to 
insist upon very high sinking fund requirements. These frequently are fixed at a 
rate adequate to retire the bond issue within 20 years; furthermore, within the past 
few years sinking fund requirements have been tied to available gas reserves through 
a requirement that periodic certificates of gas availability, prepared by independent 
engineers, be furnished to the trustee under the bond indenture. If this certificate 
of gas availability reflects a reduction in gas reserves available to the company over 
the life of the bonds at a rate greater than that anticipated at the time the bonds were 
issued, the sinking fund requirements are increased accordingly. This provision is 
common to most natural gas bond issues today, and is by contrast to the sinking 
fund requirements of electric utility bonds, where the retirement often is spread over 
a period of 50 years or more. These high sinking funds impose heavy cash re- 
quirements on natural gas companies, and this cash is available only from the de- 
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preciation and the return allowances. Since common and preferred stock dividends 
and bond interest must be paid from the return allowance if the company’s credit 
is to be maintained and it is to continue to be able to attract capital on a favorable 
basis, it is apparent that the cash for the sinking fund requirements must come from 
the depreciation allowance. Consequently, the depreciation allowance must be 
sufficient to take into account not only management’s appraisal of the depletion 
factor, but also the bondholders’ appraisal of the depletion factor. As a result, de- 
preciation allowances usually range upwards of 3 per cent, with 3.5 per cent not un- 
common, and 4 per cent not unreasonable in many instances. 

A second factor more pronounced in the natural gas industry than in the case 
of the electric utility is the possibility of industry obsolescence. While there has 
been increasing use of natural gas as a raw material in the manufacture of chemicals, 
for all practical purposes a natural gas company sells or transports heat, and nothing 
but heat. Any technological development which may provide a better or cheaper 
source of heat could render the natural gas industry obsolete, at least in its present 
proportions. This is not true of the electric industry, which itself converts heat or 
water power into electric energy. For example, widespread use of atomic energy 
on an industrial or even residential basis might well eliminate the natural gas 
industry, while merely providing the electric industry with another source of power. 
Although this factor obviously is not susceptible of measurement, it must nonethe- 
less be considered in management’s determination of a prudent depreciation allow- 
ance. 

A third element which must be considered is economic depreciation during an 
inflationary spiral,?* when the cost of replacement of a given capital item substanti- 
ally exceeds the original cost of that item. This need not necessarily be considered 
in the determination of the depreciation allowance, if the impact of general price 
fluctuations is given consideration in the rate of return allowance or by adjustment 
of the rate base. Since the Commission has not yet given any consideration 
whatsoever to the impact of general price fluctuations in determining either the rate 
of return or the rate base, it may well become prudent for management to give 
serious consideration to the reflection of this factor in the depreciation allowance; 
it should be said, however, that in so far as the Commission records reflect, no 
specific recognition has been given to economic depreciation to date either by man- 
agement or by the Commission in the fixing of depreciation allowances. 

The result of consideration of all these factors is a larger depreciation allowance 
on a straight line basis than is necessary to maintain the physical integrity of the 
plant; or, to put it differently, it is a larger allowance than would be determined by 
consideration of the service life of the physical facilities alone. The predictable re- 
sult of this, assuming that industry obsolescence does not occur and that the current 
rate of discovery of gas reserves continues for even a relatively short period of time, 
is that natural gas companies will be operating plants at full efficiency long after 


*! This element, of course, is common to all utilities. 
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those plants are fully or substantially depreciated on the books. This is the most 
critical problem facing the gas industry today. 


THE VANISHING RaTE Base 


Although the Commission’s practice of determining rates by the use of a rate 
base consisting of unadjusted original cost of plant less accrued book depreciation 
is of long standing today, insufficient consideration has been given to the impact 
of this policy on the natural gas industry. Writers and economists not directly 
associated with the industry have hardly touched upon it; commissions, with a few 
notable exceptions, have ignored it; even the industry itself has made no vigorous 
attack on the policy.” In so far as the natural gas industry is concerned, the reason 
for this laxity can be understood: almost from the day the Natural Gas Act was 
passed, the industry has undergone an unparalleled expansion with new companies 
being created and both old and new companies not only increasing but actually 
multiplying both the physical capacity of their systems and the size of their gross 
plant accounts. As a result, plant accounts have increased consistently and spectacu- 
larly, and the impact of deduction of accrued book depreciation has not been felt 
severely. But while the laxity of the Commission in adopting this policy and of 
the industry in accepting it may be understandable, it is by no means excusable. 
One industry spokesman has put the problem succinctly as follows: “To prove my 
point I submit that in a static property whose plant account is unchanged the ulkti- 
mate result will be to extinguish the rate base (except for working capital and 
other minor items), thereby completing the transfer of the property from the 
company to the consumers. Legal title would, of course, remain in the company 
but a sort of trusteeship would prevail ... It is no answer to say that few properties 
are static and that it would take many years to achieve the ultimate. This only 
argues that the impact is mitigated, but the illustration of what is taking place 
is still valid.”** 

The justification for the deduction of accrued book depreciation from the original 
cost of the gross plant lies in the argument that the depreciation allowance is in- 
cluded as an expense in determining a natural gas company’s current rates, and 
that its customers in paying those rates have returned that amount of capital to the 
company. Consequently, so the argument goes, the customer should not be re- 
quired to continue to pay a return on capital already returned to and held by the 
company; this would occur if an undepreciated plant account were used as a rate 
base. This is perfectly true as far as it goes, but it fails to take into account many 
factors which should be considered in all equity. 

In the first place, it overlooks or disregards the broad objective of rate regula- 
tion. “In a broad sense, the objective of public utility rate regulation is to achieve 


22 An exception to this is the outstanding article by Ralph M. Besse, Should Depreciation Be De- 
ducted?, 45 Pustic Urtitities FortNiGHTLY 822 (1950). Others have recognized the existence of the 
problem but apparently have not considered it a matter of great concern. 

*° Testimony of R. H. Hargrove, Federal Power Commission Docket No. G-580o. 
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through regulation the same result that would be achieved by competition.”** To 
translate this into practical terms, deduction of accrued depreciation reduces the 
rate base to or approaching the vanishing point, thereby eliminating any substantial 
allowance for return to a natural gas company (and also eliminating the income 
taxes associated with such return). Assuming that other costs remain relatively 
fixed during this process, rates to the ultimate consumer would be reduced sub- 
stantially and tend to remain at a permanently low level; this would not be true of 
a competitive enterprise, where prices are not primarily determined by the amount 
of capital employed. In such instances, the price is fixed by competitive forces, 
and capital structure enters the field only when a competitor can no longer meet 
competition because its capital structure will not permit it to survive on a lower 
return. To the extent that reduction or elimination of the rate base reduces prices 
below what they would have been in the presence of a competitive market, the in- 
dustry is being overregulated. This statement is so susceptible of being misinterpreted 
as a plea to allow natural gas companies to charge prices based on competitive levels 
that it requires clarification, for the fact is that natural gas does sell in a competitive 
market. 

No natural gas company is a monopoly, or approximates being a monopoly, even 
within a given service area. Competition is continuous and severe with alternate 
fuels, principally coal and oil, and is present to some extent with electric power. 
The industry is not being overregulated if its prices are fixed at a level below that 
of its competitors, so long as that low price is determined after allowance of a 
reasonable return. It then is in the enviable position of being able to force its com- 
petitors down in price, or of being afforded a continuous and ever increasing de- 
mand for its product—a demand which it will be happy to supply by continued 
expansion, if it is receiving a reasonable return on that expansion. On the other 
hand, the natural gas industry zs being overregulated if its prices are maintained 
below competitive levels because it is not being allowed a reasonable return; in such 
a case it again will either force its competitors down in price, or be afforded a con- 
tinuous and ever increasing demand for its product. In this instance, however, the 
result is contrary to the public interest: if competitors, due to the presence of an 
artificially or uneconomically low price, are forced in turn to sell at an uneconom- 
ically low price, they in turn will lose earning power and ability to attract capital, 
and, sooner or later, will be driven from the market; if, as is more likely, they con- 
tinue to charge noncompetitive prices and still retain enough market to survive, due 
to the inability of natural gas to supply the total demand, natural gas is faced with 
an artificially induced demand which it will become unwilling to supply due to its 
inability to continue to obtain a return it considers adequate—investors will take 
their funds elsewhere. 

As of today, the above analysis is purely theoretical, for reduction or elimination 
of any return to a natural gas company will not result in permanent reduction in the 


** CLEMENS, OP. cit. supra note 19, at 153. 
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rate charged consumers unless the company’s other costs become fixed, or relatively 
fixed. As of this moment, those other costs are not fixed. By far the most im- 
portant element of the cost of service of any natural gas company is the cost of 
gas, and the field price of gas produced by producers not affiliated with natural gas 
companies is not regulated by the Commission. This price has risen spectacularly 
in the past few years, and in the absence of regulation will continue to rise until 
it reaches a competitive level in the market area with alternate fuels. In short, it 
may safely be assumed that the field price of gas and other costs will rise to fill 
the gap between the regulated price and the competitive price at the natural gas 
company’s point of delivery. It follows that if the industry’s return is eliminated or 
unduly reduced through the elimination or reduction of its rate base, the industry is 
operated and regulated for the benefit of either the nonaffiliated producer or the 
consumer, depending on whether or not the field price of gas is regulated. In 
either case, the result to the natural gas company is disaster, for ultimately it must 
lose first its incentive or willingness to continue to meet demands, and then its 
ability to do so. In either case, the Commission will have failed to achieve the broad 
objective of rate regulation by failing to produce results approximating competitive 
action, for even if competitive market prices are maintained by increased field prices 
of gas, the producer will be receiving a non-competitively high price for his share 
of the competitive market area price. At the same time, the public interest is dealt 
a severe blow, for the failure of private industry, already subject to regulation, to 
continue to supply the demand for its product ultimately compels public owner- 
ship—and this is particularly true where the demand is artificially stimulated by 
an uneconomically low price in a competitive market.”° 

In a more immediate and readily ascertainable sense, the argument justifying 
the deduction fails to consider that, while cash may be returned to the company as 
capital through the allowance of depreciation as an expense in the fixing of rates, 
the depreciation reserve cannot be paid out in the form of either preferred or com- 
mon stock dividends; these must come from earnings. In other words, while the 
company as an entity may have received a return of capital, it has not been re- 
turned to the investors who supplied it in the first place. This reserve must be 
held as a trust fund to insure the physical integrity of the plant and its continued 
performance in the public service. The owners of the company find themselves 
with frozen capital on which they are allowed no return. The obvious answer to 
this is that the depreciation reserve may be invested by the company and earn a 
return, and in fact is being invested by all natural gas companies either by its use 
to meet sinking fund payments and retire indebtedness, or to finance expansions; 
in either case it has in effect been invested in the company itself. 

There are at least two sound rebuttals to this answer. The first is that to the 
extent that cash from depreciation allowances is used to retire indebtedness, the 


*5 Advocates of public ownership might consider this to be very much in the public interest. We 
do not propose to argue this, but whatever the merits, if any, of public ownership of some industries may 
be, it would be a difficult operation indeed in the natural gas industry. 
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company earns a return equivalent only to the interest rate on that indebtedness, 
but is charged with the full rate of return allowed by the Commission when the 
depreciation accruals are deducted. This is a severe loss in earning capacity. Even 
if the depreciation accruals are used to finance expansions, the company does no 
more than break even; it is charged with the full return on the deduction and 
credited with the full return on the expansion. This process overlooks the risk 
element inherent in any expansion, for the company is thereby forced to expand not 
in order to improve its earnings, but to maintain them. If the expansion proves 
unprofitable the equity owner, not the rate payer, sustains the loss, and the risk of 
this result has been assumed without any compensation whatsoever. 

The second rebuttal to be made to the answer that the depreciation reserve may 
be invested is that it necessarily assumes that opportunities for investment exist. 
Once the company’s indebtedness has been retired, and that enforced investment 
dissipated, it is entirely possible that no advantageous investment may be made in 
the company itself other than such investment as may be necessary in order to 
maintain the physical integrity of the plant, which is usually less than the total 
depreciation allowance for natural gas companies.*® This does not mean that other 
advantageous investments would not be available, and undoubtedly these would be 
utilized by the company, but as the depreciation accruals continued to mount and 
the rate base to decline, the interest and attention of the management and owners 
of the company would become focused on its investment business, not on its nat- 
ural gas transmission business. Not only theoretically but as a concrete possibility, 
a natural gas company could arrive at the stage where it became primarily a large 
investment trust which only incidentally operated a gas transmission system. It is 
axiomatic that lack of interest in its utility business on the part of a public utility or 
in its natural gas business on the part of a natural gas company is contrary to the 
public interest.** 

Criticisms of the policy of deducting accrued book depreciation from an original 
cost rate base are not new.** The problem arises in finding the means whereby 


*° This may not be true for utilities generally. BARNES, op. cit. supra note 19, at 265, states: “Un- 
less a company continues to expand, the time comes when annual retirements are approximately equal 
to the annual charges for depreciation, and the reserve will thereafter tend to be stabilized. The reserve 
for a mature property approximates 50 per cent of the value of its depreciable property.” It is hardly 
possible that the average natural gas company would stabilize at a figure as high as Barnes’ 50 per cent; 
in any event, the thought that the rate base may only be cut in half instead of eliminated entirely is 
hardly a comforting one. 

27 BARNES, op. cit. supra note 19, at 278: “As a matter of public policy, the utility should probably 
be under a heavy burden of proof to justify entry into businesses other than its principal public ser- 
VICE. 5s s 

*° Besse, supra note 22; Clemens, a leading exponent of the use of original cost less accrued deprecia- 
tion, states at page 214: “This writer does not regard all questions as closed. In some quarters, a 
ceiling on depreciation reserves has been recommended. It is perfectly possible that reserves might reach 
a level of 50 per cent or more of property values. It is doubtful whether reserves of say 30 per cent 
should be built up. Certainly it does not seem necessary or wise to go to extreme lengths to build 
reserves up to some high and theoretical age-life level. The ratepayers shouldn’t be burdened with 
the expense, nor does it seem necessary to punish the utility stockholders in service of a theoretical ac- 
counting fetish. This is not to argue for retirement accounting. The argument is merely against huge 
reserves. 
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the consumer may be given credit for the capital he has returned in the form of 
the depreciation allowance, while at the same time avoiding elimination or serious 
impairment of the natural gas company’s earning power. An equitable solution 
could be based on a method employed by the Missouri Commission.*® That method 
uses an undepreciated rate base, but credits the total cost of service with an amount 
equal to 3 per cent on the accrued book depreciation. This gives the consumer credit 
for the capital he has furnished, but does not charge the company with excessive 
earnings from the investment of that capital. The use of a figure of but 3 per cent 
as assumed earnings from investment of the depreciation reserves is subject to crit- 
icism for being too low in many instances; it is submitted that an undepreciated 
rate base should be used, and that the cost of service should be credited with an 
amount determined by an analysis of the use to which the depreciation reserve has 
been put.*® For example, to the extent that the depreciation reserve has been used 
for sinking fund purposes, the cost of service could be credited with the interest or 
dividends on the securities retired.*' To the extent that it has been invested in 
property replacements which maintained the physical integrity of the original plant, 
the cost of service should be credited with the full rate of return allowed the nat- 
ural gas company. To the extent that it has been invested in plant expansion, the 
cost of service might be credited with an amount in excess of the cost of senior cap- 
ital but less than the full rate of return in order to allow some credit to the natural 
gas company and its equity owners for the risk entailed. To the extent that it has 
been invested in enterprises not associated with the company’s natural gas business, 
the cost of service might be credited with the return actually received from such 
other business; this would be a strong deterrent to the entry into non-utility fields, 
since no net profit could accrue to the company therefrom, and it probably would 
simply invest its excess cash in government bonds. To the extent that it has been 
invested in enterprises other than the company’s jurisdictional natural gas business, 
but closely associated with that business (such as production subsidiaries and ex- 
ploration companies, oil and gas research enterprises, transportation subsidiaries for 
the transmission of oil, gas or their products, company-owned insurance companies or 
investment funds with participation limited to company employees, and so forth), 
a more liberal treatment might be afforded than charging the cost of service with 
the entire return received from such investments. In such instances, the cost of 





“Both straight-line and sinking-fund accounting imply that the accumulated reserve can be used 
in the business. This is not always true. The utility may already have adequate working capital. If 
business is declining, it might be impossible to reinvest the funds represented by the reserve in earning 
property. The situation is made worse if the entire amount is deducted in determining the rate base 
or if the utility is charged interest on the reserve.” CLEMENS, op. cit. stipra note 19. 

2° Case No. 10723, Order dated Dec. 28, 1945. 

8° While such an analysis would not be simple, it could be made. The Commission already de- 
termines interest during construction by tracing the source of capital invested during the construction 
period, and varying the amount of interest allowed to reflect the proportionate use of bond proceeds, 
preferred stock proceeds, and common stock proceeds. 

*™ Many natural gas company preferred stock issues also are subject to sinking fund requirements. 
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service might be charged with the return which such associated enterprises paid on 
their own senior securities. 

A second solution simply would be to stop accruing depreciation at some point. 
This point might arbitrarily be fixed at a percentage of the gross plant, or at an 
amount equal to the equity investment, thereby allowing accruals to continue until 
senior securities had been retired. Until that point was reached, the customary 
depreciation allowance would be included as an expense item, and accrued deprecia- 
tion deducted from gross plant. Thereafter, depreciation expenses could be limited 
to those actually incurred in replacements necessary to maintain the physical in- 
tegrity of the property, and accruals would cease unless and until an expansion was 
effected or it became apparent that the arbitrarily fixed reserve was inadequate.** 
This solution is inequitable since the reserve accumulated would earn only the 
senior security return whereas the company would be charged with the full rate 
of return by means of the deduction of that reserve. Another method which has 
been suggested would add any excess cash funds or outside investments actually on 
hand to the rate base, and charge the cost of service with any income actually re- 
ceived therefrom. This is hardly a solution at ail; it does not stop depreciation 
accruals or deduction of the reserve, and in addition deprives the company of any 
benefit from outside investments once the opportunity for investment in the com- 
pany itself has disappeared.** 


Rate oF Return 


The rate of return is generally defined as being a payment for three things: (1) 
pure interest, (2) risk, and (3) costs associated with marketing securities and raising 
capital.** Its importance can hardly be overestimated; for example, if an original 
6 per cent rate of return is assumed, an adjustment of one-half of one per cent is 
equivalent to a change in the rate base of more than 8 per cent. 

It is very difficult to state what the current policy of the Commission is with 
regard to the rate of return. Prior to 1952, the Commission had used a 6 per cent 
rate of return as a more or less standard policy without any appreciable discussion. 
In 1952, in its now celebrated decision in Northern Natural Gas Company,** the 
Commission adopted a rate of return of 5% per cent on a determination based 
exclusively on the historical cost of money.*® The Commission continued this his- 


*? Apparently something approximating this is what Clemens had in mind in the quotation cited in 
note 28, supra. 

°° This method was suggested in REPoRT OF THE COMMITTEE ON DepRECIATION, Nat. Ass’N RAILROAD 
AND UTILiTIEs COMMISSIONERS 44 (1944), cited by CLEMENS, op. cit. supra note 19, at 211. The full 
N.A.R.U.C. report was not available at the time this article was written, and it is possible that the 
suggestion has been misinterpreted here. 

** CLEMENS, op. cif. supra note 19, at 218; BARNES, op. cit. supra note 19, at 517-518. 

85 Federal Power Commission Opinion No. 228, Docket Nos. G-1382, G-1533, and G-1607, 95 P.U.R. 
(n.s.) 289 (1952). 

8° This determination was reversed by the Court of Appeals for the Eighth Circuit, in Northern Nat- 
ural Gas Co. v. Federal Power Comm'n, 206 F. 2d 690 (8th Cir. 1953), not on the ground that the 
determination was incorrect, but on the ground that the Commission did not fully explain its reasons for 
the determination or the facts underlying such reasons. 
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torical cost of money policy for a time; then, during 1953, Jn the Matter of the 
United Fuel Gas Company,* it allowed a rate of 6% per cent by considering 
factors in addition to the historical cost of money. One guess is as good as another 
as to where we go from here.*™ 

This article for obvious reasons cannot attempt a detailed analysis of the prob- 
lems associated with the determination of the rate of return; transcripts of recent 
rate cases heard by the Commission literally contain volumes on this one subject. 
Furthermore, it is one of the most elusive and ethereal elements ever to confront an 
industry, a commission or the courts. This is demonstrated by the fact that it 
has repeatedly been stated by writers—including this one—commissions, and courts, 
that it can be determined only by the exercise of informed judgment in the light of 
all relevant facts and circumstances. While this is probably as good a description 
as can be given, it must be confessed that it certainly would help to know what it 
means in concrete terms. 

However, there are some comments that deserve to be made about the practice 
of the Commission in connection with its rate of return allowance for natural gas 
companies. Admittedly the cost of money, both historical and current, should be 
considered, but so should the myriad other factors and circumstances presented 
by competent experts in volume after volume of testimony and exhibits to the 
Commission. If any consideration has been given to such other factors, the Com- 
mission’s more recent opinions are barren of any evidence of it, at least prior to the 
United Fuel case.** The least to which the natural gas industry is entitled after 
spending thousands of dollars, and days, weeks, and even months in the preparation 
of testimony relating to the rate of return, is that the Commission indicate where 
and to what extent it agrees or disagrees with that presentation. Failure to do so 
leaves natural gas companies and their counsel hopelessly confused in planning 
future presentations to the Commission. The fact appears to be that the Com- 
mission either has been unwilling to clarify its position, or unable to do so because 
it has arrived at no final determination. 

A second observation is that the staff of the Commission frequently takes no 


** F, P. C. Docket Nos. G-1781 and 2055, Opinion No. 258, issued Aug. 7, 1953; aff'd on rehearing, 
Opinion No. 258A, issued Nov. 19, 1953. 

87®Since the first draft of this article, the Commission has determined, in Panhandle Eastern 
Pipe Line Company, supra note 14a, that a return of 5% per cent was reasonable under the circum- 
stances presented in that case. 

**In Northern Natural Gas Co. v. Federal Power Comm'n, supra note 36, the court stated (pp. 
722-723): 

“The Commission has not successfully explained why it considers... [a 5’ per cent] rate reason- 
able other than that it provides a yield to the common stock owners of Northern comparable or greater 
amounts than those yielded by other natural gas companies. Against that consideration we find the 
following in the record (of which there is no mention in the Commission's Opinion): 

“(1) Voluminous testimony, both oral and written, on behalf of the petitioner... . 

“(2) The findings of the Presiding Examiner... . 

“(3) The testimony of the expert witness called by the Commission. 

“(4) The fact eve no witness, as far as our examination of the record dincbeens, testified to a rate 


as low as 5% per cent” (emphasis supplied). 
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position with respect to the reasonable rate of return on the record of the case.*° 


The staff does present a mass of undigested data and statistics, usually related solely 
to the historical cost of money, “for the information of the Commission,” and may 
state that a return not in excess of a given figure would be reasonable. Seldom if 
ever does the staff recommend a stated rate of return with specific reasons therefor; 
at the same time the staff customarily vigorously attacks the company’s presentation. 
It seems only reasonable to ask any objector to state what it does approve, if such 
objector has already stated it disapproves the only position taken on the record of 
the case. 

Finally, the Commission’s, and particularly the staff's, emphasis on the historical 
cost of money to the point of making it synonymous with the rate of return, has 
resulted in little or no consideration being given to the element of risk involved or 
to adjustments necessary to meet changing general price levels. There is a definite 
risk involved; the natural gas industry is a competitive industry and the competition 
is becoming increasingly severe as the field price of gas and other costs increase. 
The natural gas industry has exceptionally high fixed costs, and the risks associated 
with those high fixed costs are being shifted more and more to the natural gas 
company and away from the distributing utilities by means of rate patterns which 
overemphasize commodity charges as against demand charges and eliminate or 
reduce minimum commodity charges. In addition, there is the over-all and in- 
determinate risk of industry obsolescence. 

The Commission has given no consideration to fluctuations in the general price 
level at all. This is despite the fact that virtually all exponents of an original 
cost rate base approve recognition of such fluctuations by varying the rate of return, 
and the Commission itself at one time took the position that this would be done.*” 
Cynics have been heard to comment that the Commission will revive that position 
and give effect to those fluctuations as soon as a definite deflationary trend appears. 

The dangers inherent in the use of historical cost of money as the rate of return 
hardly need to be pointed out.*? It removes all incentive for obtaining cheap money 
and for efficient operation, and puts the industry on the highway to public owner- 


*° Whether the staff takes a definite position off the record in memoranda submitted to the Com- 
mission, or simply takes no position at all at any time, is a matter known only to the Commission and 
its staff. Preliminary reports of the Committees of the Independent Natural Gas Association, referred 
to in note 12, supra, indicate a strong desire on the part of the industry to require all staff memoranda 
to be made part of the public record. Failing this, an attempt should be made to amend Section 5(c) 
of the Administrative Procedure Act, 5 U. S. C. §1004(c), and the Commission’s Rules 1.30(f), so as to 
bar staff members participating in the hearing from advising the Commission off the record in rate 
cases as well as in other matters. 

“°In its amicus brief to the Supreme Court in Railroad Commission of California v. Pacific Gas 
and Electric Co., 302 U. S. 388 (1938), the Commission stated, at pages 39-40: 

“. . . In times of prosperity the rates of return, which rates are derived from the study of economic 
conditions and earnings of business in general, will be increased to give the utilities and investors 
therein rates comparable to those being made on investments in other business undertakings which are 
attended by corresponding risks and uncertainties.” 

“1 For a more detailed discussion of this point, see Francis, Federal Regulation of Interstate Shipment 
and Sale of Gas, FourtH ANNuaAL INsTITUTE ON Ott AND Gas Law AND TAXATION 103, I19 ef Seq. 
(SouUTHWESTERN LEGAL FounpaATIon, 1953), and sources there cited. 
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ship. In addition, it accomplishes nothing so long as other costs are not fixed or 
relatively fixed, for there is no escape from the fact that the natural gas industry is 
a competitive industry and that its price in the market area sooner or later will 
reach competitive levels no matter how low the return to an individual company is 
cut. Unreasonably low returns simply mean that an unearned increment of value 
is passed to the nonafhliated producer or other suppliers of material or labor or to 
the consumer at the expense of the natural gas industry.** 


CoNCLUSION 


The Commission must be complimented in many respects: it has been a leader 
in the regulatory field in correction of willful abuses by management; it is now 
correcting many defects in administration of rate cases; it has exercised a strict and 
continuous control of accounting practices and rates; it is fully informed on the 
operations of the industry it regulates and substantially all of its employees can 
fairly be said to be genuinely expert. True it is that most industry leaders have 
been at variance with the views of a few staff members occupying key positions but 
such is not a situation to be wholly unexpected. Changing Commission personnel, 
observing past errors, can fairly be expected to recognize any justifiable complaints, 
and correct any fundamental staff procedural methods or objectives. 

As opposed to this, the Commission must be criticized for failure always to take 
an objective viewpoint and to base its decisions on economic facts as distinguished 
from political expediency;** and while it is to be complimented on obtaining a staff 
of competent technical experts, it must also be criticized for at least allowing the 
impression that the staff has on occasion become so powerful as to impose its judg- 
ment on the Commission. 

I can think of no more fitting conclusion to this article than to repeat the plea 
of the late R. H. Hargrove** in his opening statement to the Commission as a 
witness in its natural gas investigation, Docket No. G-58o: 


Our analysis should begin with a restatement of the functions of a Natural Gas 
Company. These functions are to purchase gas where produced and gathered, transport 
the same through transmission facilities and thereupon sell and deliver it to the ultimate 
consumers, in the case of direct industrial sales, and to distribution companies for resale 
to ultimate consumers for both domestic and industrial usage. 

The project requires supplies of gas (commonly referred to as reserves), labor (prin- 
cipally skilled), capital and markets. Each component is just as essential as the others 
and a satisfactory operation requires that due regard be given to the interest of each 
group so that the fruits of the enterprise may be equitably distributed. 

“If prices remain fixed or relatively fixed, the same results would ensue as described in connection 
with the loss of return through reduction of the rate base. 

*® Many observers are under the impression that the Commission’s anxiety over the rising field price 
of gas and other costs has led it, under pressure from powerful consumer interests, to seek to maintain 
the lowest possible rate levels, as distinguished from the lowest reasonable rate levels, by attacking the 
most vulnerable variable subject to its complete control—the return to the company. It is hoped and 
believed that the reorganized Commission will render an equitable decision with respect to this policy. 

“*Then Vice President, United Gas Corporation; subsequently President, Texas Eastern Transmission 


Corporation. 
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While the Natural Gas Act was enacted for the primary purpose of imposing regula- 
tion on rates and charges for gas sold in interstate commerce to local distributing com- 
panies for resale to ultimate consumers, the provisions of the Act are so broad and the 
impact of this regulation is so important that as a practical result the economy of 
Natural Gas Companies in all their operations can either be nurtured or destroyed by 
the manner in which the Act is administered. This responsibility becomes even more 
grave in the light of the tendency of the Supreme Court, as evidenced in its recent de- 
cisions, to refuse to review the orders of the Commission except to determine if the end 
result is disaster or confiscation, The end result of any one order could seldom be disaster. 
The cumulative result of a series of orders could well be disaster. This existing legal 
situation makes it highly important that the Commission should be certain, in the issuance 
of its important orders, that such are not merely /egally supportable, but that they are just, 
fair and reasonable. The responsibility of the administrative function is tremendously 
increased by reason of this present viewpoint of the Courts in testing the validity of ad- 
ministrative action. 

In the light of these circumstances it must be emphasized that the Commission’s con- 
cept of its duties must never be narrowed to look only to the establishment of the lowest 
possible rates to consumers, or any other single phase, but more broadly to the health of 
the enterprise as a whole, with due regard to the interest of each of the groups previously 
mentioned, 














ACCOUNTING ASPECTS OF UTILITY 
RATE REGULATION 


Lioyp J. Kiern* 


The rate making process is characterized by a wide variety of accounting de- 
terminations. The final expressions of the relative inadequacy, or excessiveness, of 
present rate schedules and the reasonableness of the proposed new tariffs are deceptive 
in their simplicity. Behind the final answer lies the area of accounts—the sales, the 
capital expenditures, the depreciation accruals, the return, and the operating expenses. 

At times the treatment of accounts plays a singularly important part in rate de- 
terminations. Often the process is mechanical. Always the accounting evidence is 
voluminous, if not ominous. 

While the emphasis on accounting in rate determinations differs widely from 
case to case and jurisdiction to jurisdiction, there are general areas in which issues 
invariably arise. A few of the most significant accounting problems are discussed 
hereinafter with the hope that the reader will be neither awed nor dismayed with 
the current status of these problems. 


Rate Base 


The development of a means of measurement of the reasonableness of rates is 
fundamental to judicial review of regulatory procedure. The function of a rate base 
is to provide one basis for such a measurement, and has long been required by the 
courts—from the opinion of Blatchford, J., in the Milwaukee Railway case’ in 1890, 
through the Smyth case in 1898,” the Natural Gas Pipeline case in 1942,° to the Hope 
case in 1944.* 

In spite of the strenuous efforts of certain state commissions” and the Federal 
Power Commission to minimize the importance of the validity of a rate base on the 
“end result” theory, a review of recent decisions by various state courts forcibly in- 
dicates that the right to judicial review as to the reasonableness of rates is being 
jealously guarded.® 

The Illinois Supreme Court called attention to the fallacy of adopting a “book- 
keepers” rate base consisting of merely depreciated original cost in the //linois Bell 

*B.S. 1946, J.D. 1950, Northwestern University. Member of Illinois Society of Certified Public 
Accountants. 

* Chicago, M. & St. P. Ry. v. Minnesota, 134 U. S. 418 (1890). 

* Smyth v. Ames, 169 U. S. 466 (1898). 

* Federal Power Comm'n v. Natural Gas Pipeline Co., 315 U. S. 575 (1942). 


“Federal Power Comm'n v. Hope Natural Gas Co., 320 U. S. 591 (1944). 

° For example, Commonwealth Telephone Co. v. Public Service Comm'n, 252 Wis. 481, 32 N. W. 2d 
247 (1948). 

Illinois Bell Telephone Co. vy. Commerce Commission, 414 Ill. 275, 111 N. E. 2d 329 (1953); 
City of Marietta v. Public Utilities Comm’n, 148 Ohio St. 173, 74 N. E. 2d 74 (1947); Commonwealth 
Telephone Co. vy. Public Service Comm'n, 252 Wis. 481, 32 N. W. 2d 247 (1948). 
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Telephone case. The Commission in that case claimed that the rate of return was 
one of the most important factors in fixing a rate base. The court, however, said:* 


This statement at first blush has a deceptive quality of truth. Its best criticism is that 
it creates an inextricable circle, providing no beginning nor any basis for fixing a rate of 
return other than the nebulous formula “that when all things are considered the rate 
should be just and reasonable and provide a reasonable return on investment.” 


The net original cost base, which has been used exclusively by the Federal 
Power Commission since the Hope case, began as an accounting “refinement” or 
“reformation” by regulatory bodies in 1937 with the promulgation of the Uniform 
System of Accounts for Electric and Gas Utilities. 

While the requirements of this uniform accounting system at the time of its 
adoption were said to have certain advantages in providing comparative cost and 
financial data, no standards for application of these data have been built into the 
accounting system. This inflexibility combined with the tendency of regulatory 
bodies to promulgate regulatory theories under the guise of accounting refinements 
has seriously impaired the effectiveness of accounting in rate regulation. George 
O. May stated in this connection :® 

Acceptance of some postulates of accounting, such as those of its utilitarian character 
and the stability of the monetary unit, and disregard of others, such as those of con- 
tinuity and consistency, have resulted in the development of concepts of accounting new 
in the field in which they are applied, of which original cost and straight-line depreciation 
in the utility field are perhaps the most notable. If the procedure is challenged in the 
early stages the defense is that only methods of recording and no substantive rights are 
involved. But once the record is established it is made the basis of orders which affect 
rights but are in practice almost irreversible. 


Prior to the Natural Gas Pipeline and Hope Natural Gas cases, regulatory 
agencies generally insisted that a system of accounts requiring original cost account- 
ing could not be conclusive for rate purposes.” Even during the period of intensi- 
fied promotion of original cost accounting there was no real argument that original 
cost was synonymous with value. This fact was admitted by Mr. Charles W. Smith, 
Chief, Bureau of Accounts, Finance and Rates, Federal Power Commission, and 


a leading exponent of original cost, when he testified in the American Telephone 
case:*® 

It is my firm conviction ... that . . . original cost . . . is important not only from the 
viewpoint of original cost per se but also because it is an admirable check on the other 
evidences of value which are usually introduced in valuation proceedings. 


"Illinois Bell Telephone Co. v. Commerce Comm'n, 414 Ill. 275, at 287-288, 111 N. E. 2d 329, at 
336. 

* May, Accounting and Regulation, 76 J. ACCOUNTANCY 295, 297 (1943). 

* The order of the New York Public Service Commission, which adopted its System of Accounts in 
1927, contained a provision “that in presenting this system of accounts, the Commission does not commit 
itself to the approval or acceptance of an item set out in any account, for the purpose of fixing rates or 
in determining other matters before the Commission.” 

*° American Telephone and Telegraph Co. v. United States, 299 U. S. 232 (1936). 
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The advent of original cost accounting, however, provided the more sophisticated 
regulatory people with a basis for the appealing approach to regulation on “sound” 
accounting principles. The original cost advocates contended that the complexities 
and delays inherent in the controversial reproduction cost rate base were no longer 
necessary, since the then present-day original cost concept provided a sound basis 
for rate determination. All that remained was justification for the use of the results 
of such accounting as a basis of value for rate-making purposes. 

The Natural Gas Pipeline and Hope Natural Gas cases incorporating the “end 
result” theory conveniently provided that justification. Original cost could now be 
construed as value and as a result, a NARUC Committee reporting to the 1952 
convention on progress in regulation was able to state: 


A rate base consisting of depreciated original cost or net investment plus working 
capital still receives exclusive or substantive weight in most final determinations. 


The economic changes of the war and postwar period have sharply brought to 
light the inflexibility of the “original cost standard.” If original cost were a measure 
of arriving at just and reasonable rates in the setting of the economic conditions of 
the thirties and early forties, how can it be a fair measure in the vastly changed 
conditions of today? 

It is apparent that during a period of rising prices the common stockholder 
loses on two counts through the application of the original cost concept. First, real 
capital is not maintained intact because of the fact that the consumer pays rates 
that do not compensate for the value of property consumed in rendering service, 
while on the other hand the equity investor faces the prospect of providing new cap- 
ital or taking on new partners to finance the high-cost property additions. Second, 
the shareholder loses because he invested full dollars in the business and receives in 
return half dollars in the form of dividends. The conclusion is inescapable that rate- 
making on an original cost basis during a period of inflation and rising price levels 
necessarily results in inequities to the investor. The Federal Power Commission and 
certain of our state commissions, however, have been reluctant to recognize this 
situation.'' The attitude of certain commissions in this regard was clearly reflected 
by the New York Public Service Commission in the New York Telephone case." 
The Commission denied the Company’s application for increased rates, because it 
did not believe that the legislature wished to protect investors in public utility se- 
curities from “the effects of policies of the national government.” Furthermore, that 
Commission also stated that it did not wish to add the investors in the utility business 
to the “privileged classes” who are insulated against inflation, notably laborers and 
farmers. 

1) “As far as Federal regulation is concerned, no recognition has yet been given to the shrinkage in 
the value of the dollar, and the old rules of measuring rate base and allowances for capital exhaustion 
by unadjusted ‘original costs’ continue to be applied. In fixing the rate of return no express attempt 
has been made to compensate for the lack of adjustments in rate base and return figures.” Dean, The 


Impact of Changing Price Levels in Rate Making, 52 P. U. Fort. 819 (1953). 
*® Re New York Telephone Co., g1 P.U.R. (N.s.) 231, 248 (1952). 
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There are, however, several indications that the inequities and fallacies of the 
narrow application of the original cost doctrine under present-day circumstances 
are beginning to be recognized. The courts rather than the commissions seem to be 
more aware of the equity in the fair value concept. The attitude of the Illinois 
Supreme Court was referred to previously. In 1950, the Michigan Public Service 
Commission in adopting a fair value rate base stated :'* 

As we see it, the determination of fair value is a matter of judgment. It is to be 
exercised by the Commission after giving careful consideration to all the various elements 


entering into the formation of a sound, reasonable, and intelligent judgment as to the 
present fair value of the property of the utility used and useful in its business. 


It appears that the fair value rule is also being followed in North Dakota, Ohio, 
Pennsylvania, and South Dakota."* In New Jersey, Kentucky, Maryland, Minnesota, 
West Virginia, Rhode Island, Georgia, and Kansas the law requires that the rate 
base shall be determined by consideration of fair value; however, the commissions 
in these states have modified the traditional concept of fair value by giving pre- 
dominant weight to original cost, or by using original cost as the sole measure of 
fair value. The current status of regulatory thinking on this issue was summarized 
by Mr. Paul Grady of Price Waterhouse & Co., in an address at the thirty-fifth an- 
nual convention of the American Gas Association, St. Louis, Missouri, on October 27, 
1953: 

While the trends there indicated are encouraging, a great deal remains to be done 
in obtaining a full understanding of the permanent impact on utility cost of the monetary 
inflation which has occurred in the past 20 years. All of the major factors in rate-making 
—namely, the rate base, the allowance for property exhaustion and the rate of return—are 
substantially affected. Substantial progress could be made if we can bring about an under- 
standing that the primary issue is not so much fair value versus a prudent investment 
or cost concept, but rather that original cost is not a valid method of determining real 
economic costs after a substantial and permanent decrease has occurred in the purchasing 
power of the monetary unit. 


Until it is generally recognized that rate-making philosophies cannot be relegated 
to a strict accounting basis, there will remain the ominous threat to realistic regula- 
tion—regulation which will sustain the growth of the utility business with fair and 
equal treatment to both the investor and consumer. An informed investor does 
not purchase stock in any company solely on the basis of its financial statements 
which today are prepared principally from a “stewardship” point of view. A regu- 
latory agency which propounds regulation on such an accounting basis is ignoring 
the basic original concept of regulation, which is to perpetuate and develop private 
enterprise, not to destroy it. 


*® Re Consumers Power Co., 82 P.U.R. (N.s.) 97, 108 (1950). 

** Northern States Power Co. v. Public Service Comm'n, 73 N. D. 211, 13 N. W. 2d 779 (1944); City 
of Marietta v. Public Utilities Comm'n, 148 Ohio St. 173, 74 N. E. 2d 74 (1947); City of Pittsburgh v. 
Pennsylvania Public Utility Comm’n, 168 Pa. Super. 95, 78 A. 2d 35 (1951); Equitable Gas Co. v. 
Pennsylvania Public Utility Comm’n, 160 Pa. Super. 458, 51 A. 2d 497 (1947); Re Northwestern Bell 
Telephone Co., 73 S. D. 370, 43 N. W. 2d 553 (1950). 
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A. Specific Accounting Problems Involved in Determination of Rate Base 


So great are the basic controversies over the development of a valid and equitable 
rate base in regulatory processses that certain accounting problems have been gen- 
erally under-emphasized. 

1. Capitalization of Interest During Construction. ‘The basic principles under- 
lying the capitalization of interest during construction are firmly established in reg- 
ulated industry. Basically, interest is capitalized so that one of the costs applicable 
to construction will be recorded on the books of the company. It gives recognition 
to the fact that capital, the same as labor, must receive compensation for its services. 

Although most uniform systems of accounts provide for interest during con- 
struction,’® there has developed a serious controversy in regulatory proceedings as 
to the amount of interest which is capitalizable. This controversy arises principally 
over (1) the interpretation of the word “interest” (which fundamentally entails de- 
termination of the rate at which interest should be capitalized), and (2) the period 
during which interest is capitalizable. 

It has long been the practice of most utilities to capitalize interest during con- 
struction at a composite rate of 6 per cent, which gives effect to the cost of bor- 
rowed funds and the cost of equity funds devoted to construction. Methods of 
application vary—frequently a rate determined by giving effect to the above factors 
is applied to those construction expenditures, generally in excess of a fixed amount, 
which are in process of completion over a month—but the objective is to recognize 
the cost of capital while it is employed in the construction program. 

The recent trend in the Federal Power Commission’s thinking, however, has 
been toward a sharp reduction in the interest which it will allow utilities to capitalize 
on equity funds employed in construction. The Federal Power Commission staff's 
position, which has been approved by that Commission, and upheld by the courts, 
is that interest capitalized on equity funds may not exceed 6 per cent; and that 
interest may be capitalized at this rate only when such funds have been actually 
expended for construction purposes, and then only after all of the borrowed money 
has been expended. 

The controversy over the rate at which interest should be capitalized revolves 
fundamentally around the question: “What is a reasonable rate to apply to the 
company’s own funds utilized in construction?” in accordance with the provisions 
of the classification of accounts (Uniform System of Accounts™). In the Northern 
Natural case," the examiner held that interest on equity funds may be computed at 
a rate not to exceed 6 per cent since “it has been the policy of the Commission in 


© Instructions, Gas Plant Accounts, FepERAL. Power Commission, GENERAL RULES AND REGULATIONS, 
UnirorM SystEM oF Accounts FoR NaturaL Gas Companies §201.3-5(q) (1948), 18 Cope Fep. Recs. 
§201.3-5(q) (1949): “ ‘Interest during Construction’ includes the net cost of borrowed funds used for 
construction purposes and a reasonable rate upon the utility’s own funds when so used.” 

7° FepERAL Power Commission, GENERAL RULES AND ReGuLations, Subchapter F, Uniform System 
of Accounts for Natural Gas Companies. 

*7 Re Northern Natural Gas Co., Docket Nos. G-1382, G-1533, and G-1607, 95 P.U.R. (n.s.) 289, 


299 (1952). 





440 Law anp ConTEMPoRARY PROBLEMS 


” 


most cases to allow 6 per cent for the use of such funds. ...” No further reference 
was made as to the reasoning that 6 per cent represented a reasonable rate. How- 
ever, the Federal Power Commission staff has repeatedly contended that “interest” 
on equity funds during construction should be limited to a nominal interest rate 
which is not related to the cost of common stock money—or a fair rate of return.’® 

It appears, however, that the logical test of a reasonable rate under any equitable 
standard should be the “cost” of those funds. To use less than a “reasonable rate” 
on the utility’s own funds, which rate is the “cost” of the funds, is to claim that 
capital devoted to construction costs less than capital employed in operations. Such 
a position implies that there is less risk during the construction period than after 
operations commence, and that stockholders should be willing to accept a smaller 
return while construction is in progress. In reality, all the stockholder receives 
through capitalization of interest during construction is the opportunity to earn a 
return in the future after the property has commenced operation. If the equity 
owner is fully apprised of the extent to which his investment is lost through denial 
of return during the construction period, it must inevitably lead to a loss of investor 
confidence and a consequent higher cost of capital and the retrenchment of new 
construction. Equity capital, the same as debt, must be paid its full hire—a fair 
rate of return. 

The second basic controversy in the application of interest during construction is 
the period during which interest is capitalizable. In the Northern Natural Gas 
case’® the examiner stated: 

Interest during construction on equity funds was allowed only from the date that all 


borrowed funds had been expended, despite the fact that additional equity funds had been 


acquired for construction purposes approximately six months prior to that time. 


In referring to this restriction, the examiner stated: 


It is not reasonable to allow a computed rate of interest on equity funds, while 


unused.... 


A realistic appraisal of the realities of financing clearly reveals the inherent in- 
equities of such an approach. Disallowance of interest prior to actual expenditure of 
funds in effect is a mandate to management of “day to day” procurement of funds, 
a practice which is neither practical nor feasible. 

In this connection it is interesting to note the contention of the Federal Power 
Commission staff relative to commitment fees under credit or purchase agreements. 
It has been repeatedly urged by the staff that such a fee, which is a fee paid by 
utilities to lenders for firm financial arrangements, is not a proper component of 
construction cost but a financing cost which should be amortized over the life of 
the bonds. The commitment fee is a nominal cost resulting from the arrangement 
for the availability of funds as needed through a construction period, in lieu of 


*® Federal Power Commission Brief, Re Northern Natural Gas Co., Docket Nos. G-1382, G-1533, and 


G-1607, supra note 17. 
** Re Northern Natural Gas Co., Docket Nos. G-1382, G-1533, and G-1607, supra note 17. 
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securing the entire proceeds of a bond issue with full interest charges prior to com- 
mencement of construction. It is an accepted accounting principle that such costs 
are not related to the bond issues as are ordinary financing costs incurred in the 
sale of bonds but are costs incurred in arranging for availability or “stand-by” of 
funds for construction. It would appear logical that nominal fees paid for the stand- 
by of funds would be accounted for in the same manner as interest on such funds 
should the funds be secured in their entirety at the beginning of construction. The 
position of the staff of the Federal Power Commission in respect to commitment fees, 
therefore, not only is contrary to accepted accounting principles, but in addition 
does not appear in agreement with their position relative to discouragement of ad- 
vance procurement of funds. 

It should also be noted that the disallowance of interest on equity funds prior 
to the expenditure of all borrowed funds also ignores practical financing realities. 
It is a well known fact that construction cannot be financed by borrowed funds 
alone, and that many indentures allow bond money to be withdrawn only after a 
specified percentage of construction has been completed with other funds. 

2. Costs Incurred in Securing Certificates and Gas Purchase and Sales Contracts. 
There has been a divergence of opinion among accountants and regulatory personnel 
as to the proper accounting for costs incurred in connection with certain incidental 
costs of business. 

In general, most major pipeline companies have capitalized costs of securing 
certificates of public convenience and necessity. An analysis of the nature of such 
certificates reveals their similarity to corporate charters, costs of which have clearly 
been established to be capitalizable. From an accounting standpoint, costs of ob- 
taining certificates which authorize the performance of certain functions for which 
the utility was organized should properly be classified as intangible and thus be in- 
cluded in plant-in-service. If a period of time is specified in the certificate, it would 
be proper to amortize the cost over the period. 

The policy in the industry regarding the accounting for costs incurred in securing 
gas purchase and sales contracts varies with the amount involved. From an ac- 
counting viewpoint, it would appear reasonable either to capitalize or defer such 
costs, the latter course being desirable only if there is a favorable expression from 
the Commission as to the allowance for the amortized portion of these costs in the 
cost of service, and for the unamortized portion in the rate base. 

3. Purchase of Gas in Place. The present uncertainties as to the possible regu- 
latory jurisdiction over sellers of gas to interstate natural gas pipeline companies 
have increased the difficulties in obtaining gas purchase contracts. Many companies 
in an attempt to surmount this difficulty and in order to assure future gas supplies 
are resorting to the purchase of gas in place. 

There is no particular accounting problem with respect to recording the ac- 
quisition of gas in place except as to the implications that such accounting might 
have under regulatory proceedings. The original cost doctrine under the Uniform 


See ~ 0 nara 
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System of Accounts necessitates the determination of the date “first devoted to 
public service.” In this connection, it must be considered that the cost of a pro- 
ducing well to the original owner is nominal compared to the value of the well 
which becomes, of course, the cost to the buyer. 

It is clear that a broad interpretation of the Uniform System of Accounts for 
rate-making purposes would limit the purchasers to a return on the original cost 
of the reserve to the developer. The resulting restriction on a purchaser would 
tend to discourage exploration for future reserves to assure continuity of supply. 

An additional problem encountered in the purchase of gas in place is the un- 
certainty as to regulatory attitude toward the classification of the future gas supply. 
It has been contended that such property is in reality “plant held for future use” and 
not includible in the rate base for rate-making purposes. It is further argued that 
present rate payers should not have to assume the cost of gas supply for future 
customers. Such contentions, however, fail to recognize that the assurance of future 
supplies is basic to present pipeline operations. In all certificate cases, companies 
are required to show a substantial reserve supply of gas. It is also important to 
note that disallowance of purchased gas in place should necessarily entitle gas com- 
panies to capitalize carrying costs, including a return on equity funds, on that por- 
tion of the investment which is considered held for future use. 

4. Development Costs of Producing Properties. Costs incurred in the explora- 
tion and development of producing properties present some interesting and im- 
portant problems to natural gas transmission companies owning producing proper- 
ties. In designing the Uniform System of Accounts for natural gas companies, the 
Federal Power Commission has indicated that it was influenced to a large extent 
by the general practices of the gas and oil industry with respect to development 
costs. The gas and oil industry, however, was not subject to rate regulation and 
the industry practices were undoubtedly motivated to a large degree by tax con- 
siderations rather than by an interest in reflecting true capital costs. 

The Uniform System of Accounts prescribed by the Federal Power Commission 
provides that nonproductive well drilling, delay rentals, and other nonproductive 
exploration and development costs are to be charged to current expenses and that 
amounts invested in acreage held for future use are to be capitalized. 

From an accounting viewpoint, it appears more reasonable to consider such ex- 
ploration and development costs as related to an accounting unit, #.e., a producing 
lease or field, as capital charges. These costs are generally incurred in efforts to 
define the limits of the pool and cannot be considered an operational cost relating to 
the day-to-day production from the field. Therefore, it appears only logical that 
these costs are capital costs relating to the entire producing area which should be 
expensed through depletion and depreciation. 

From a regulatory standpoint, it might be argued that inclusion of such costs 
in the cost of service provides for immediate reimbursement of the investor by the 
consumer and therefore is a more practical method of treatment than capitalization 
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which entails a return to the utility on its investment. The fallacy of this argument 
lies in the fact that, as a practical matter of operation, such costs are not uniform 
costs of production which apply to day-to-day deliveries. It is impractical opera- 
tionally to spread such a development program evenly over the life of the producing 
property. In a rate proceeding, it becomes necessary to establish on an assumed 
basis an annual allowance for such a development program. Since realities do 
not result in such a uniform program, obvious inequities result either to the 
consumer or to the investor. Either the utility is required to make an investment 
upon which no return will be received should the program temporarily exceed the 
rate annually allowed in the rate proceeding or, assuming the program is less than 
the annual allowance, the consumer is in effect becoming an investor—a contributor 
of capital which could conceivably be utilized for other investment purposes. 

It is important that consideration be given to this situation since there are several 
related items of cost which are not clearly classified in the Uniform System of Ac- 
counts and which receive a wide divergence of treatment within the industry. Such 
costs are plugged wells drilled beyond the producing horizon, deepening well costs, 
and certain geological and geophysical costs which under certain conditions should 
be considered as capital items. 

5. Working Capital. Generally, the components of working capital requirements 
are materials and supplies, prepayments, minimum bank balances, allowance for 
cash operating expenses, gas in underground storage, and line pack. 

There is general acceptance of allowance for 45 days’ cash operating expenses 
(excluding cost of purchased gas), materials and supplies, and prepayments.”? The 
determination of cash operating expense is based on the assumption that customer 
receipts generally are received approximately 45 days after the services or product is 
produced and delivered. 

In its early rate decisions, the Federal Power Commission consistently disallowed 
claims of natural gas companies for minimum bank balances in cash working cap- 
ital for the reason that working capital allowances were liberal in the light of 
availability of tax accruals.” Utilities subsequently accepted the directions of the 
Federal Power Commission and other regulatory decisions and did not contend for 
a minimum bank balance allowance. 

More recently, however, the Federal Power Commission in Re Alabama-Tennes- 
see Natural Gas Company” reduced the company’s claims for working capital 
requirements, which did not include minimum bank balances, by an amount cal- 
culated to be available from federal income tax accruals. Thereafter, in view of the 


*°In the Matter of Canadian River Gas Co. et al, 3 F. P. C. 32, 52 (1942); City of Cleveland v. 
Hope Natural Gas Co., 3 F. P. C. 150, 174 (1942); City of Detroit v. Panhandle Eastern Pipe Line Co., 
3 F. P. C. 273, 282 (1942); In the Matter of Cities Service Gas Co., 3 F. P. C. 459, 477 (1943); In the 
Matter of Mississippi River Fuel Corp., 4 F. P. C. 340, 344 (1945); In the Matter of Tennessee Gas 
Transmission Co., 6 F. P. C. 114, 115 (1947). 

*2In the Matter of Canadian River Gas Co. et al, 3 F. P. C. 32, 52 (1942); City of Detroit v. Pan- 
handle Eastern Pipe Line Co., 3 F. P. C. 273, 283 (1942); Re Interstate Natural Gas Co., 3 F. P. C. 416, 
425 (1943); Re Cities Service Gas Co., 3 F. P. C. 459, 478 (1943). 

2294 P.U.R. (N.s.) 426 (1952). 
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Commission's announced intentions, many utilities have contended for allowance 
for minimum bank balances in rate proceedings, and have reduced such balances 
by available income tax accruals. 

The Commission staff, however, has stated that the earlier Commission decision 
relative to the availability of tax accruals was not confined to federal income tax 
accruals. In a recent proceeding, the staff has taken the position that,”* 

Assuming arguendo that Michigan Wisconsin had justified the minimum bank bal- 
ances, we contend further that it should be nevertheless disallowed because of the presence 
of the large amount of ad valorem taxes in the revenues in advance of payment. 


As was discussed in connection with minimum bank balances, the Federal Power 
Commission has long contended that consideration must be given to the availability 
of federal income tax accruals in determining an allowance in the rate base for work- 
ing capital requirements. In all cases before the Federal Power Commission prior 
to 1942, such tax accruals were assumed to offset minimum bank balance require- 
ments. Accordingly, neither element entered into the mechanical computation of 
working capital requirements. 

In the Northern Natural case,2* the Federal Power Commission deducted from 
the working capital requirements 75 per cent of the income tax allowed for the 
test period because it was provided by customers to meet Northern’s federal income 
tax liability long in advance of the time when the liability must be met. This 
position was upheld by the Court of Appeals.” 

It is generally recognized that tax accruals are in fact a source of funds which 
may be and unquestionably are temporarily devoted to company use. The contro- 
versies arising out of the current application of this theory by the Federal Power 
Commission relate, first to the amount of accrual which can properly be used as an 
offset to working capital requirements, and, second, to the components of working 
capital which can be supplied by tax accruals. 

The Federal Power Commission since the Alabama-Tennessee case has computed 
the amount of the accrual available based on a straight monthly average of accrual 
balances during the year. A number of state commissions have adopted similar 
principles.°° While such practices may be applicable to certain utilities such as 
telephone companies with relatively stable monthly revenues, it is apparent that this 
basis cannot be applied to industries affected by seasonal fluctuations. In the nat- 
ural gas industry, tax accruals are not earned ratably over the year. It would appear 
logical that any reasonable computation of available tax accruals for working capital 
purposes should give special consideration to the low point in the accrual balance as 
the maximum accrual available for offset purposes. 


*° Brief of Commission Staff Council, In the Matter of Michigan Wisconsin Pipeline Co., Docket Nos. 
G-1678 and 1996. 

** 95 P.U.R. (N.s) 289, 300 (1952). 

*° Northern Natural Gas Co. v. Federal Power Comm'n, 206 F. 2d 690 (8th Cir. 1953), 207 F. 2d 
264 (8th Cir. 1953), cert. denied, 346 U. S. 922 (1954). 

** For example, Chesapeake & Potomac Telephone Co. v. Public Service Comm'n of Maryland, 95 
P.U.R. (N.s.) 129 (Md. Cir. Ct. Sept. 15, 1952). 
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In this connection, it should be considered that there is considerable merit to the 
: contentions that use of tax accruals as an offset to an allowance for working capital 
should be viewed with caution. Admittedly, there can be no assurance that the 
income of a company will remain at any constant level. Therefore, the assumption 
that a constant tax accrual is available is obviously false. Conceivably the financial 
position of a company forced by regulatory direction to rely on an unstable source 
; of funds to meet cash requirements of day-to-day operations could be endangered. 
The second basic controversy involved in the offset of federal income tax accruals 
against working capital relates to the components which may properly be offset. It 
appears to be the policy of the Federal Power Commission to offset all working 
capital requirements by available federal income tax accruals. The difficulties of 
the practical application of such a theory are apparent upon a closer examination of 
the components of working capital requirements. Certain items, such as materials 
! and supplies and gas stored in underground storage, are semi-permanent non-cash in- 
vestments. The turnover of material and supplies is relatively slow, particularly as 
related to gas stored in underground storage. Investments in these items are out of 
phase with the income tax accruals and, moreover, such investments are required 
prior to collection of revenue from the consumer. ; 

It cannot be denied that availability of income tax accruals should be considered 
in connection with the determination of an allowance for working capital. How- 
ever, in view of the stepped-up payment provisions included in the Revenue Act of 
1950, together with the inherent difficulties heretofore discussed, it appears that the 
availability of such accruals for working capital purposes has been given the theo- 
retical rather than the practical approach. 


Cost oF SERVICE 

The determination of the cost of service which in turn determines the revenue 
requirements of the regulated utility involves the calculation of: operation and main- 
tenance expenses incurred in rendition of service; depreciation and depletion allow- 
ance for property consumed in the rendition of service; taxes; return to the in- 
vestor for use of money invested in the utility; and an allocation of utility plant, 
costs, and expenses to customers under separate jurisdictions. 

The determination of this cost of service results in a multitude of controversies 
which have plagued regulatory proceedings since the passage of the Natural Gas 
Act. While all of these problems are worthy of some discussion, it is only feasible 
in this general review of the accounting aspects of rate regulation briefly to examine 
some of the more controversial issues. 


A. Pro Forma Operation and Maintenance Expenses 
The determination of the appropriate allowance for operation and maintenance 
expenses entails, in the words of the Federal Power Commission Regulations :** 


*7 FepERAL Power ComM’N, GENERAL Rutes AND ReGuLATIons, Amended Rule 154.63(b)(3), 
effective July 1, 1953. 
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. . . the most recently available actual experience, adjusted for changes . . . which are 
known and measurable with reasonable accuracy . . . the twelve months’ experience shall 
be adjusted to eliminate nonrecurring items, but this shall not preclude the replacement 
of the nonrecurring item with another of nonrecurring nature which the natural gas com- 
pany anticipates will be realized, including the provision for the normalizing of such 
items as rate case expenses. 


It is apparent that the application of these regulations in a rate proceeding neces- 
sitates basic assumptions and conclusions with which reasonable minds may differ. 
A review of recent Federal Power Commission proceedings reveals that the account- 
ing for costs during the past period is subject to unnecessary scrutiny and that there 
exists an inherent tendency to give only token consideration to the future and to 
rely on the past accounting period, adjusted for nonrecurring costs. 

Any allowance for pro forma adjustments with respect to known or anticipated 
changes in cost must conform to the Commission Regulations as to “known and 
measurable with reasonable accuracy.” There has been general reluctance on the 
part of most commissions to determine a cost of service for a future period based 
on general forecasts or budgetary estimates, although admittedly rates are set for 
a future period. While contractual increases in costs such as wage increases and 
increases contained in gas purchase contracts are generally considered in the de- 
termination of expenses, proposed pro forma adjustments which could be considered 
conjectural have been consistently disallowed. 

The recent actions of the states of Kansas and Oklahoma in establishing mini- 
mum wellhead prices for natural gas have presented additional problems in the de- 
termination of allowable operating expenses, which are deserving of special attention. 
Despite contentions of natural gas pipeline companies that the field price or actual 
field value of gas in the areas in which the pipeline as a producer produces gas 
should be considered in rate procedings, the Federal Power Commission, upheld 
by the courts, has consistently ruled that regulation must be made on a cost basis.”* 
The Court of Appeals in the Northern Natural case stated :°° 

The law as established by the Supreme Court . . . is that Congress has vested the 
power in the Federal Commission to regulate in the national interest the charges natural 
gas companies may make for the gas they sell in interstate commerce for resale and that 
in accomplishing the regulation the Commission is free from the compulsion of giving 
any weight to the element of value of the companies’ gas at the well heads. 


It should be noted, however, that although for all practical purposes recent 
rate decisions by the Federal Power Commission and by the courts have in fact re- 
quired the application of the “cost basis” principle, this principle has not received 
unanimous approval. Commissioner Nelson Lee Smith of the Federal Power Com- 
mission has consistently contended for a re-examination of the cost basis approach 


*° Federal Power Comm'n v. Hope Natural Gas Co., 320 U. S. 591 (1944); Colorado Interstate Gas 
Co. v. Federal Power Comm'n, 324 U. S. 581 (1945); Panhandle Eastern Pipe Line Co. v. Federal 
Power Comm'n, 324 U. S. 635 (1945). 

*° Northern Natural Gas Co. v. Federal Power Comm'n, 206 F. 2d 690, 705 (8th Cir. 1953), cert. 
denied, 346 U. S. 922 (1954). 
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to pricing natural gas produced by pipeline companies.*® Mr. Justice Jackson in 
the Colorado Interstate case stated :** 

To let rate-base figures, compiled on any of the conventional theories of rate-making, 
govern a rate for natural gas seems to me little better than to draw figures out of a hat. 
These cases confirm and strengthen me in the view I stated in the Hope case that the 


entire rate-base method should be rejected in pricing natural gas, though it might be used 
to determine transportation costs. These cases vividly demonstrate the delirious results 


produced by the rate base method. 


In this connection, another aspect to the problem of the treatment afforded gas 
produced by a pipeline from its own reserves is a provision of the Natural Gas Act. 
Section 1(b) of the Act,®* provides that the Act, “shall not apply to any other 
transportation or sale of natural gas or to the local distribution of natural gas or to 
the facilities used for such distribution or to the production or gathering of natural 


” 


gas. 
This claim of immunity of an integrated pipeline company from regulation of 


its gas production operations was raised in the Northern Natural case, and denied by 
the Court of Appeals. The court in that case cited the decision of the Court of 
Appeals for the District of Columbia in Wisconsin v. Federal Power Commission 
and Phillips Petroleam Company,** wherein the court decided that it was the duty 
of the Federal Power Commission to regulate Phillips’ charges for sales. The 
Commission had contended that Phillips’ transportation in interstate commerce, 
together with its processing operations and sales of natural gas, “all constitute a 
part of its gathering business, or they are incidents of or activities related to such 
business so that such movements, processing and sales come within the exemption 
of production and gathering in Section 1(b) of the Act.” 

The actions of the states of Kansas and Oklahoma in establishing minimum 
wellhead prices in the interests of conservation have sharply accentuated the prob- 
lem of pricing gas produced from a pipeline’s own gas reserves. 

In the Northern Natural case, Northern contended that in order to give full 
validity and effect to the Kansas commission order, the Federal Power Commission 
was legally bound a.d required to attribute to the cost of gas produced, the min- 
imum wellhead price established by the Kansas Commission. The Federal Power 
Commission and the Court of Appeals did not subscribe to this view. The attitude 
of Commission and the court is exemplified by Commissioner Smith who stated in 
a concurring opinion :** 

The validity of the Kansas order is not in question here. Similar orders of the 
Oklahoma Corporation Commission have been upheld by the Supreme Court of the 


®° Re Northern Natural Gas Co., 95 P.U.R. (N.s.) 289, 315, 317 (1952). 

*2 Colorado Interstate Gas Co. y. Federal Power Comm'n, and Canadian River Gas Co. v. Federal 
Power Comm’n, 324 U. S. 581, 610 (1945). 

®252 Stat. 821 (1938), 15 U. S. C. §717(b) (Supp. 1952). 

*8 205 F. 2d 706, 711 (D. C. Cir. 1953), cert. granted, 346 U. S. 934 (1954). 

**P.U.R. (N.s.) 289, at 318. 
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United States as a proper exercise of the conservation authority of the State.2> There can 
be no doubt that the Kansas order, as a lawful conservation measure within the compe- 
tence of the Kansas Commission, stands on firm ground within the range of its proper 
application. But this does not—and cannot—mean that a state agency may by its action 
circumscribe the jurisdiction which the Congress has conferred upon this Commission to 
regulate the resale rates of natural gas which is transported and sold in interstate com- 


merce. 


In April, 1954, the Federal Power Commission, in a complete reversal of its 
prior position, adopted the “Fair Field Price” method of pricing company-produced 
gas in setting rates for Panhandle Eastern Pipe Line Company.*® This method 
contemplates pricing such gas at the average of the prices paid for gas purchased 
from independent producers. This approach importantly affects the accounting treat- 
ment of various elements of cost of service, including production operating expenses, 
exploration and development costs, depletion, revenue from products-extraction, re- 
turn assigned to the production function, and special tax benefits related to discovery 
and development of gas reserves. Because of the complexities of the application of 
this method and the differences in the circumstances of natural gas production of 
various pipeline companies, the final impact of this policy on rate regulation of 
the natural gas industry must await a fuller development of the issues presented 
by this method by valuing gas at the wellhead. 


B. Depreciation Expense 


Reduced to its simplest terms, an allowance for depreciation is an allowance for 
the “costs” of plant property and equipment consumed in the rendition of service. 
Among the many and varied controversial problems in the determination of an 
annual allowance for depreciation in rate proceedings are two salient aspects, often 
underemphasized or overlooked. 

1. Tax Depreciation vs. Book Depreciation. Claiming depreciation for federal 
income tax purposes at substantially higher rates than are used for purposes of 
corporate books and financial statements raises potential problems from the regula- 
tory viewpoint. That this problem is common to the public utility field is evidenced 
by a survey of 209 public utility companies for the year 1951, which showed that 
152 claimed tax depreciation in excess of book depreciation. 

The problems resulting from this practice are accentuated in the case of natural 
gas transmission companies which face a life limited by natural gas reserves owned 
or contracted for, or within economic reach of present lines. Assuming that book 
rates reflect the best estimate of useful life, depreciation claimed at a rate for tax 
purposes in excess of the rate used to record depreciation for book purposes, results 
in the current absorption of tax deductions applicable to future years. In other 
words, current tax reductions resulting from the excess of tax depreciation over 
book depreciation are not tax savings but are tax deferments. 


** Cities Service Gas Co. v. Peerless Oil & Gas Co., 340 U. S. 179 (1950); Phillips Petroleum Co. v. 
Oklahoma, 340 U. S. 190 (1950). 
** Opinion No. 269, issued April 15, 1954. 
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Under present rate-making principles followed by the Federal Power Commission 
wherein rates are based on an allowance for “actual taxes paid,”*’ current tax re- 
ductions resulting from tax depreciation rates exceeding book depreciation rates 
are passed on to present consumers. 

Since commissions generally have included “actual taxes payable” as an allow- 
ance in setting rates, it is likely that future rate payers will be required to pay the 
deferred income taxes; however, it must be considered that in accordance with 
established rate theories, future customers should not be required to subsidize 
present customers. On this basis, it is within the realm of possibility that this 
principle may be invoked by commissions in future rate proceedings as a basis for 
disallowing deferred income taxes represented by excess of tax depreciation rates 
over book depreciation rates. If this were done, shareholders would, in effect, then 
be paying for present tax deductions passed on to previous customers. 

2. Impact of Changing Price Levels on Depreciation Allowance. The material 
decline in the purchasing power of the dollar during the war and postwar period 
has sharply accentuated the problems inherent in the determination of an allowance 
for depreciation. 

The first purpose of an annual provision for depreciation is the recovery of the 
economic cost of the depreciable property consumed during the year. This eco- 
nomic cost is recovered only if the depreciation is sufficient to maintain the service 
capacity of the plant. The measure of this depreciation is the changing cost of 
the kind of property consumed by the utility. 

The second purpose of the provision for depreciation is to maintain for the 
benefit of the investor the purchasing power of the capital committed to the enter- 
prise, z.¢., the recovery of equivalent capital in terms of dollars which have equal 
purchasing power to those originally committed to the enterprise. The appropriate 
measure of the depreciation to accomplish this purpose is the general change in the 
value of the dollar as distinguished from the changing cost of constructing the 
utility property. 

The common method used by practically all regulatory bodies in the determina- 
tion of the proper allowance for depreciation is amortization of original cost over 
the service life of the used and useful depreciable property. In times of stable cur- 
rency, there is little doubt that depreciation on original cost is sound both on the 
basis of accounting methods in use and economic principles and is sufficient to main- 
tain the service capacity of the plant and the purchasing power of the capital com- 
mitted to the enterprise. 

However, during periods of a drastic decline in the purchasing power of the 
dollar, as has occurred in the last decade, it is apparent that depreciation on original 
cost no longer serves to measure the economic cost of the property consumed in op- 
erations. 


°7 Re Northern Natural Gas Co., 95 P.U.R. (N.s.) 289 (1952); Re Transcontinental Gas Pipe Line 
Corporation, 94 P.U.R. (N.s.) 335, 351 (1952); Re Mississippi River Fuel Corp., 63 P.U.R. (n.s.) 
89, 97 (1946). 








450 Law anp ConTEMPORARY PROBLEMS 


In unregulated business, the price levels in a competitive market tend to move to 
the levels at which products may be sold by a new competitor, produced by a plant 
built at current costs and, therefore, the selling price reflects the economic cost of 
depreciation of the plant. In the regulated field, however, costs and a fair return 
on investment are the only criteria for setting prices. If certain economic costs are 
disregarded, it is obvious that the utility runs the risk of underpricing its product 
and undermining service to the public. 

In spite of the apparent simplicity of the problem, most regulatory commissions, 
including those which recognize fair value in the rate base, remain on an original 
cost basis for the calculation of depreciation requirements. 

The reluctance of regulatory bodies to recognize the erosive results of original 
cost depreciation on equity interests can perhaps be traced in part to the impact 
of accounting techniques on rate proceedings. While the great majority of ac- 
countants recognize that conventional methods of recording amortization of original 
cost fail to recognize the economic cost of depreciation, irreconcilable controversies 
have arisen in the accounting profession as to what should be done about the prob- 
lem in formal accounting statements. This fact, together with the failure of current 
tax laws to recognize the effects of inflation in allowances for depreciation, has 
undoubtedly had a deterring influence on the recognition of economic depreciation 
for rate-making purposes. 

It cannot be denied, however, that irrespective of the accounting or tax treatment 
afforded economic depreciation, the recovery by the investor of prewar investments 
in terms of 1954 dollars can only result in dilution of equity interest. Contrary to 
the contentions of certain advocates for recognition of economic depreciation, how- 
ever, it does not appear equitable to allow current cost depreciation on the entire 
investment nor is this required to maintain the integrity of the enterprise. That 
portion of the investment represented by borrowed money is repaid in terms of the 
original dollars in accordance with the debt contract. Recovery of current cost 
depreciation on investment represented by debt capital can only revert to the stock- 
holder. It is evident, therefore, in the interests of both investor and consumer, that 
regulatory recognition of the changing price levels if considered at all will be con- 
sidered in the determination of the allowance for depreciation, only to the extent 
of the stockholders’ interest in the total investment. It is also evident that until 
regulatory bodies give serious consideration to the effect of inflation in rate-making 
proceedings, the continuous erosion of owners’ capital will continue to undermine 
the stability of the enterprise with the resultant danger to future service to the con- 
sumer. 


ALLOCATION OF Cost OF SERVICE 
A discussion of public utility rate-making invariably returns to the principle 
that rates should be set, as nearly as possible, at a level which would prevail if the 
utility company operated under competitive restraints. This principle is basic, at 
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least to the accounting approach, because the data available for evaluation of a 
reasonable level of rates are necessarily limited to the costs actually incurred or 
anticipated in rendering utility service. These costs are taken to represent, with 
some reservations which are not important here, the same costs as would be in- 
curred by a hypothetical competitor who is awaiting entry into the market. The 
rates in the aggregate, therefore, need be no more than the costs in the aggregate to 
enable an existing utility company to enjoy treatment similar to that which might 
be accorded in a competitive environment.** 

The logic of this approach seems to imply that the determination of specific rates 
for individual or groups of customers involves nothing more than a refinement or 
allocation of the same data used to determine the level of rates in the aggregate. 
The additional problem simply involves the development of appropriate bases and 
techniques for the apportionment of costs among customers. While the logical 
approach to historical data may be fairly clear, the use of these data in fixing rates 
for the future is not nearly so simple. The refinement of costs in the aggregate re- 
quires many assumptions of static relationships both as to elements of cost and as to 
customer responsibility for demand of the service. In fact, these relationships 
change rapidly, rarely follow discernible trends, and, indeed, are often strongly in- 
fluenced by changes in the rate structure which are designed to reflect their very 
demand and cost relationships. 

It is not the purpose of this article to comment on the economic or social conse- 
quences of the use of cost allocations in rate-making, especially as these allocations 
are applied to service areas and customer classifications. It will be apparent, how- 
ever, from a discussion of the accounting problems of cost allocation that the use- 
fulness of allocation techniques is seriously limited and that the data which are 
accumulated can be used for advisory purposes only. 

The employment of cost allocation techniques in rate proceedings received initial 
impetus in the early court cases involving jurisdictional limitations of state regulatory 
authorities. In brief, these cases established the rule that the jurisdiction of a state 
commission is limited to the business done within its boundaries and that, whatever 
the technical difficulties, the findings must include an apportionment of property 
and expenses of a utility company whose operations cross state boundaries. More- 
over, such apportionments must be based on allocation factors which measure the 
relative use of the utility facilities in the various jurisdictional areas.*® 


** Regulatory bodies have not required cost of service studies for specific customers in a proceeding 
for a general revenue increase except in extraordinary situations. The Illinois Supreme Court sustained 
the Illinois Commission in refusing to require such studies for consideration of a rate increase that 
followed historical patterns, even in a proceeding which involved specific rate schedules rather than 
a general revenue increase. Produce Terminal Corp. v. Illinois Commerce Comm'n, 414 Ill. 582, 112 
N. E. 2d 141 (1953). The Superior Court of Pennsylvania sustained the refusal of the Pennsylvania 
commission to require cost allocation studies under a statutory prohibition of unreasonable discrimination 
similar to Illinois. City of Pittsburgh v. Pennsylvania Public Utility Comm’n, 171 Pa. Super. 187, 90 
A. 2d 607, 621 (1952). 

°° The Minnesota Rate Cases, 230 U. S. 352 (1913); Smith v. Illinois Bell Telephone Co., 282 U. S. 


133 (1930). 
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As jurisdictional issues and rate problems have grown in complexity over the 
years, accounting evidence involving allocations of cost of service has been developed 
primarily in four general areas of the rate-making process: 

(1) allocations between geographical or jurisdictional subdivisions of a system; 

(2) allocations between utility departments in a combination company; 

(3) allocations between various classes of customers who are responsible for 
differing demands upon the utility service; and, 

(4) allocations between types of costs, shared in varying proportions by different 
service classifications, as the basis for the design of the rate structure and the form 
of rates. 

Rate regulation of natural gas utility companies brings into play all of these alloca- 
tion requirements. The organization and operating characteristics of the gas in- 
dustry, however, place most emphasis upon the allocation techniques which may be 
used to apportion joint costs to various customer classifications. The jurisdiction of 
the Federal Power Commission is defined in terms of territory (interstate commerce) 
and customers served (sales for resale) with the latter of primary importance in 
cases involving natural gas pipelines. 

The accounting applications in cost allocations are, of course, conditioned upon 
operating and engineering data with respect to load characteristics and customer 
responsibility for demand on the utility system. Each case has its own special prob- 
lems. The basic accounting approach adopted by the Federal Power Commission, 
however, has been rigid in application and has seldom varied with special situations. 
This approach requires grouping of operating expenses and costs of facilities by 
service “functions.” Generally, these functions have been classified as natural gas 
production and gathering (including gas purchased and produced), long distance 
transmission, and delivery from the main transmission line to customers’ premises. 

Unless special circumstances warrant individual treatment, gas procured from 
various sources and intermingled in the main transmission line is assigned an average 
cost to all customers. Miscellaneous revenues from products extracted from natural 
gas by others are generally credited against the cost of gas production. The treat- 
ment of revenues from the company’s own products’ extraction operations, however, 
varies with individual cases. The costs of gas supplied from the utility company’s 
own production facilities are generally classified as commodity or volume costs. 
Within certain broad limitations, these costs vary upward and downward with de- 
liveries of gas from the fields. The costs of purchased gas are not, however, uni- 
formly related to “take,” and the classification to commodity is conditioned both 
upon the terms of purchase and the utility company’s ability to adapt its load to 
whatever demand requirements may be contained in the gas purchase contract. 

Transmission costs are classified to demand and commodity components on the 
assumption that the final allocations to firm and interruptible customers, respectively, 


“°The Natural Gas Act, 52 Srat. 821-833 (1938), as amended, 15 U. S. C. §§717-717w (Supp. 
1952). 
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should reflect an assignment of a larger share of fixed or “capacity” costs to the firm 
customers who are entitled to preferential use of pipeline capacity during the winter 
season. Certain expenses, such as compressor fuel and supplies (commodity) may be 
assigned directly to the proper cost component on the basis of their relationship to 
flow of gas through the lines. However, the largest portion of transmission ex- 
penses—notably: depreciation; income, property, and other general taxes; and return 
—are joint as to demand and commodity. Such expenses can be classified only on 
the basis of an exhaustive study of pipeline operations, or on the basis of “ex- 
pert judgment.” The Federal Power Commission has consistently held to a “judg- 
ment” allocation of 50 per cent to demand and 50 per cent to commodity, and has re- 
peatedly rejected studies presented by expert witnesses who were eminently qualified 
in the industry, and who have repeatedly recommended allocations of a larger-than- 
50 per cent share of joint costs to demand. Moreover, the Commission has shown 
a strong reluctance to accept allocations based on specific use of utility property by 
specific customers. 

City gate and main line industrial measuring and regulating station property 
and expenses and the costs of local distribution generally do not involve complex 
allocation problems. Assignment of cost of service of these functions may, in most 
cases, be made directly to the service areas or to customers from the books and 
records of the utility company, or on a simple unit allocation basis. 

The completed separation method involves basic allocations to functions and 
reallocations within functions to demand and commodity components. The most 
apparent effect of this allocation process is to disseminate the identity of joint 
costs, and to place final emphasis upon the relationship between the total unit costs 
of gas delivered to various classes of customers. The test of reasonableness of this 
allocation process necessarily must lie in the comparison of unit costs, rather than 
in the validity of the basic assumptions employed in the allocations themselves. It 
must be apparent to even the most casual observer that the accounting responsibility 
of the arbitrary allocation method currently used by the Federal Power Commission 
is neither basic nor susceptible to development and improvement. The realignment 
of “costs” and resulting changes in cost of service to various classes of customers 
comes about automatically with each expression of “judgment” as to the proper dis- 
tribution of the joint costs of operation. It would seem extremely doubtful that 
important and improved allocation developments will occur in the regulation of 
interstate gas pipeline companies until the basic approach to allocation problems is 
open to revaluation in the light of each applicant’s circumstances. 


Rate oF ReTurn 
Rate of return is a judgment percentage which will yield a reasonable annual 
return to those who have capital invested in the utility enterprise. If an investment- 
type rate base is used, the over-all cost of capital is indicative of the minimum rate 
of return required. Recent decisions of the Federal Power Commission have fol- 
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lowed the “cost of capital” approach in determining allowable rate of return for 
natural gas companies. While the Commission has avoided an inflexible formula in 
arriving at rate of return, the cost of capital type of evidence has been given pre- 
dominant weight in findings and orders. 

The cost of debt and preferred stock capital is generally expressed as a percentage 
of the annual contractual interest or dividend requirements to the specific funds 
obtained for permanent investment in utility facilities. The cost of common stock 
capital is expressed as a ratio of current earnings to current market prices, and, 
together with an allowance for cost of flotation, is represented as the cost to attract 
new equity capital. The tendency in staff presentations is to present the historical 
debt and preferred stock capital costs as certain and inflexible costs incurred in the 
business before an allowance for common equity capital. Such an approach has been 
strongly resisted by utility companies and independent experts in the financial field, 
and one of the most recent expressions of the Commission has reaffirmed the neces- 
sity of flexibility in the determination of over-all rate of return. There is, of course, 
a strong appeal to the argument that return should be based on amounts actually 
required to meet contractual interest and dividend costs. Whatever is not required 
to pay these costs in any particular period of operations accrues to the common equity 
interest, and theoretically is not “required” to service capital. The problem, however, 
is not so simple. 

Rate of return can only be determined by informed and considered judgment. 
The emphasis upon statistical data and arithmetical computations not only limits 
the scope of such judgment, but tends to “freeze” the allowable return to reflect 
existing capital structure and historical debt costs. Such determinations leave no 
room for improvement of capital structure or credit rating, and in fact may close 
the door to credit in an emergency. It would appear that strict accounting or 
statistical analyses with respect to cost-of-money calculations should be entitled to 
limited weight in rate-of-return determinations. 





NATURAL GAS REGULATION UNDER 
THE HOLDING COMPANY ACT 


Rave K. Huirr* 


I 


INTRODUCTION 


The Public Utility Holding Company Act of 1935' was designed to eliminate 
abuses shown, by extensive studies made for the Congress,’ to exist in holding 
company operations in the electric power and natural gas industries. The provisions 
of the Act fall into two basic categories. The first requires the geographic integra- 
tion and corporate simplification of utility holding company systems, with broad 
powers vested in the Securities and Exchange Commission to carry out the legis- 
lative mandate. The primary purpose of these provisions is to reduce the holding 
company systems through national action to such size that the states can regulate 
them effectively. The second consists of supervisory powers assigned to the Com- 
mission over the finances and operations of holding company systems, which are 
intended to supplement and strengthen state regulation. The Act is unique in 
American regulatory history in that it directs an administrative agency to break 
up existing business organizations and to reconstruct two industries to conform with 
a pattern drawn by the legislature. It has worked far-reaching changes in the 
structure and practices of both industries. This study will be concerned with the 


impact of the Act on the natural gas industry, the administrative performance of 
the Commission in its ground-breaking task, and the implications of the regulatory 
experience under the Act for other sectors of the economy. 


A. Background for Regulation 


Perhaps the outstanding characteristic of the natural gas industry in 1935 was its 
astonishingly rapid physical growth, with five times as much gas marketed in the 
peak year of 1930 as in 1906. An increasingly large proportion of this burgeoning 
industry was being parceled out among a relatively small number of powerful 


* A.B. 1934, Southwestern University; Ph.D. 1950, University of Texas. Assistant Professor of 
Political Science, University of Wisconsin, since 1949. Faculty Fellow, The Fund for the Advancement 
of Education (Ford Foundation), 1953-54. Contributor to legal and political science journals. 

49 Stat. 803, 15 U. S. C. §79. 

? Uritiry Corporations, REPORT OF THE FEDERAL TRADE COMMISSION TO THE SENATE OF THE UNITED 
States (96 vols.), SEN. Doc. No. 92, 7oth Cong., 1st Sess. (1935) (see especially A Summary REPorT 
on HoLpInG AND OPERATING Companies, No. 72-A, and Fina Report on Economic, Corporate, Op- 
ERATING, AND FINANCIAL PHasEs OF THE NATuRAL-GAs Propucine, Pipr-Line, aNp Utitiry INpusTRIES, 
witH CoNcLusIONS AND RECOMMENDATIONS, No. 84-A); REPORT OF THE RELATION OF HoLDING COMPANIES 
To OPERATING CoMPANIES IN PowEeR AND Gas AFFECTING Controt (6 vols.), H. R. Rep. No. 827, 73d 
Cong., 2d Sess. (1935). See also Hearings before the Committee on Interstate and Foreign Commerce 
on H. R. 5423 (3 vols.), 74th Cong., 1st Sess. (1936); Hearings before the Committee on Interstate 


Commerce on S. 1725, 74th Cong., 1st Sess. (1936). 
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groups. Among the groups exercising progressively more concentrated control, 
the most important were Electric Bond and Share Company, Cities Service Com- 
pany, Columbia Gas and Electric Corporation, and Standard Oil Company (New 
Jersey). Among them they controlled approximately 18 per cent of gas production, 
56 per cent of the pipe lines, and 60 per cent of the interstate movement of gas. 
Control of interstate pipe line transportation was the key to dominance over the 
industry; there was no alternative mode of transportation, and in 1935 the inter- 
state movement of gas was not regulated. The four giants, with six other com- 
panies, controlled 86 per cent of the interstate movement of gas in 1934.* 

The holding company was the chosen instrument of control. It offered a rich 
diversity of devices by which a relatively small investment could be made to control 
a vast agglomeration of physical property and reap the profit therefrom. The possi- 
bilities invited artistic improvisation: H. C. Hopson, the virtuoso of Associated Gas 
and Electric, offered securities tailor-made for every kind of investor—except the 
one who wanted a voice in the management of the business.* But the finest flower of 
the holding company era was the pyramid. The procedure for constructing a 
pyramid was to sell the bonds and preferred stock of an operating company to the 
public and to buy the voting common stock for a sub-holding company, which in 
turn sold its bonds and preferred to the public and its common stock to the next 
level holding company. This could go on; Hopson had twelve companies in one 
chain of control in his Associated Gas and Electric pyramid.® This procedure 
shifted the risk to the investing public and greatly increased the profits and power 
of the control group. But it was a fair weather structure. The only wealth-pro- 
ducing unit in the pyramid was the operating company; when its earnings declined, 
those of the holding companies vanished. Thus it was that more than go electric 
and gas companies were placed in receivership or declared bankrupt between 1929 
and 1935.° 

The Federal Trade Commission’s investigation of utility corporations disclosed 
a number of specific abuses. Among them were substantial “write-ups,” repre- 
senting no actual investment, in the capital assets of companies examined, amount- 
ing to 13.8 per cent of total assets of holding companies, and 14.8 per cent of assets 
of operating companies.’ The practical effect of these inflated capital structures 
was to encourage dubious business and accounting practices in order to maintain 
dividend payments. Again, holding companies frequently exploited subsidiaries 
under the guise of performing financial and management services. Most of the 
services were genuine; the question was whether the holding company charged for 
them fairly. Interest rates usually were high, and sometimes compounded monthly. 
The compensation for management services was determined by contract between 
the utility and the servicing organization, and often was quite high, “yielding a net 
profit of more than 100 percent on servicing costs, and very much more in some 


*Uritiry Corporations, SEN. Doc. No. 92, op. cit. supra note 2, No. 84-A, at 28-39. 
“Id. No. 72-A, at 136-154. 5 Id. at 154-166. 
* Id. at 154 n. 46. TId. No. 84-A, at 296-297. 
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instances.”® No competitive rates were available to operating companies because the 
holding companies had preempted the servicing field. 

Some specific services justly could be claimed by the holding company, but over 

against them could be marshaled a formidable list of abuses. The pressure to 
meet fixed charges and pay dividends on top-heavy capital structures brought a 
train of evils: high rates, milking of subsidiaries, stock market manipulation, divi- 
dends paid out of capital or unearned surplus, inadequate depreciation reserves—the 
Federal Trade Commission listed 19 “questionable practices” which were common. 
These were not considered to be just matters of poor business judgment. The Com- 
mission said :* 
... the use of words such as fraud, deceit, misrepresentation, dishonesty, breach of trust, 
and oppression are the only suitable terms to apply if one seeks to form an ethical 
judgment on many practices which have taken sums beyond calculation from the rate 
paying and investing public. 


B. Significance of the Act 

It will be helpful to precede a more detailed examination of the administration of 
the Holding Company Act with a brief summary of its purpose and provisions. The 
Act applies to holding companies having subsidiaries which are electric utility 
companies or which are engaged in the retail distribution of natural or artificial gas. 
The express purpose of the Act is to eliminate those abuses which were revealed 
by the investigations of holding companies undertaken at the direction of Congress. 
Public utility holding companies are required to register with the Securities and 
Exchange Commission, which has power under specified conditions to make ex- 
emptions. The most important duty of the Commission is to require the geographic 
integration and corporate simplification of public utility holding company systems, 
limiting pyramiding to the second degree and requiring an equitable distribution of 
the voting power among security holders. The Commission also must pass upon 
reorganization plans of registered holding company systems. The Commission is 
charged with the supervision of three kinds of activities: (1) security transactions 
of holding companies and their subsidiaries; (2) acquisition of securities, assets, and 
other interests by holding companies and their subsidiaries; (3) payment of divi- 
dends, solicitation of proxies, intercompany loans, and service, sales and construction 
contracts. The Commission may prescribe uniform accounts and require reports. 
The Act is designed to protect both investors and consumers. 

The central interest of the Holding Company Act lies in the attempt by the 
public through government to work a major revolution in the structure and be- 
havior of private business. This was not the first time, to be sure, that such an 
attempt had been made. The significance of the Holding Company Act consists 
not so much in the principles which it espouses as in the techniques which it em- 
ploys. The antitrust acts had declared certain kinds of corporate organizations and 


"ia. at $51. 
° Id. No. 73-A, at 62-63. 
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practices to be inimical to the public interest and had granted to public agencies 
the power to prevent them—even to the extent of dissolving business groups and 
forcing divestiture of property. But the antitrust laws stemmed from the common 
law. They depended for enforcement on the policeman and the lawsuit. In practice 
the courts had proved timid about breaking up established corporate structures 
and organizationally incompetent to supervise adequately the carrying out of such 
dissolution decrees as they did hand down. Nor have the courts availed themselves 
of the services of the Federal Trade Commission to help with enforcement of de- 
crees. 

The methodology established in the Holding Company Act is quite different from 
the antitrust laws; it is the administrative, as opposed to the common law, approach. 
The antitrust laws abound in the generalities of the common law, e.g., “combina- 
tion in restraint of trade” and “unfair competition.” The wording of the Sherman 
Act has been said to have “a generality and adaptability comparable to that found 
to be desirable in constitutional provisions.”’” More precise definitions must 
wait upon prosecutions which explore the periphery of practice."* The Holding 
Company Act, on the other hand, marks off a precise area of application; it gives to 
an administrative agency a concrete picture of the kind of business reorganization 
that Congress wishes to achieve within that area, but leaves to the agency much 
discretion in the manner and degree of its accomplishment; and it gives to the rules, 
regulations, and orders of the agency a validity which the appellant must disprove. 
In carrying out its tasks the agency may use a wide range of tools and talents; ac- 
countants, economists, engineers, and lawyers pool their efforts. An examination of 
the books is as good, or better, evidence than sworn testimony. The agency goes 


to court only as a last resort; its first task is to seek voluntary compliance with the 
law. Further, it may make sure through continuous supervision that compliance 


is genuine and consistent. 

The Holding Company Act in 1935 promised a fair test of the efficiency of the 
administrative process in the delicate task of reshaping a part of the economy. 
The statute was clear, the Commission’s power ample. The political climate of the 
day supported reform, and by 1938, when the Commission was to begin serious 
efforts under the Act, the Court was prepared to be sympathetic. The President 
was to send to the Commission some of the ablest men to serve the New Deal. 
Much of the interest in this study therefore will center in the many-fronted effort 
of the Commission to refashion the industries in its charge. A liquidation pro- 
ceeding to eliminate a functionless tier in a pyramid, for instance, may also be 
used to improve the capital structure of an associated company. The success of 
grand strategy depends ultimately upon tactics. The Commission has made progress 
in its principal task largely because of its tidy sense of the relatedness of all its 
actions. The principal concern of this study will be with the natural gas industry, 
but it will not be possible to separate it, in many aspects of the Commission’s regu- 


10 


Appalachian Coals, Inc. v. United States, 288 U. S. 344, 360 (1933). 
™ HAMILTON AND TiLL, ANTITRUST IN AcTION (TNEC Monograph 16, 1940). 
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latory activities, from the electric power industry. The two industries were inter- 
twined in 1935; the Act covers them both; and so a decision in a case involving one 


establishes principles for both. 


C. Constitutionality of the Act 


It is a common experience for the administration of an important regulatory 
act to be held up until every important section of it has been tested in the courts. 
The Public Utility Holding Company Act has the unusual record of having effected 
very wide changes in the structure and conduct of hundreds of holding companies 
and their subsidiaries before the Supreme Court ever ruled upon its most important 
section. 

Very soon after its passage, the Act was smothered under lawsuits, despite the 
assurances of the Securities and Exchange Commission and the Attorney General 
that no penalties would be invoked for failure to comply with the Act until a test 
case brought against the Electric Bond and Share Company had been decided. The 
government successfully sought to confine this case to a test of Sections 4(a) and 5 
which require the registration of holding companies subject to the Act. All three 
levels of courts agreed that the registration provisions were separable from the 
other provisions of the Act, that they were the only provisions which presented a 
justiciable controversy, and that they constituted a valid exercise by Congress of 
its power over interstate commerce and the mails.’* 

The Electric Bond and Share decision was decisive in putting into effect the 
Act’s provisions. Within a year the value of holding company assets registered 
under the Act increased approximately 215 per cent.’* Eight years were to elapse 
before the Court ruled on the vital Section 11 provisions, Section 11(b) (1), requiring 


geographic integration of holding companies, was upheld on April 1, 1946, as a valid 
exercise of Congressional power over interstate commerce and the mails;'* and a 
similar validity was attributed to Section 11(b)(2), prescribing corporate simplifica- 
tion, on November 25, 1946.'° By this time holding companies in Section 11 pro- 
ceedings had divested interests in 399 subsidiaries having aggregate assets of more 
than six billion dollars.’® 


II 


INTERPRETATION AND ADMINISTRATION OF SECTION II 


All of the Holding Company Act except Section 11 is designed to regulate the 
future activities of companies subject to the Act; Section 11 directs the Commission 
to undo what is already done. Section 11(a) requires the Commission to study 
every holding company system to determine what may be done to it to reshape it 
to fit the purposes of the Act. Section 11(b)(1) directs the Commission to reduce 


12SEC v. Electric Bond & Share Co., 18 F. Supp. 131 (S. D. N. Y. 1937), affd, 92 F. 2d 580 


(2d Cir. 1937), aff'd, 303 U. S. 419 (1938). 
18 4 SEC Ann. Rep. 6-8 (1938). 
** North American Co. v. SEC, 327 U. S. 686 (1946). 
*® American Power & Light Co. v. SEC, 329 U. S. 90 (1946). 
7®© 12 SEC Ann. Rep. 47 (1946). 
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holding company systems to one or more integrated systems and to such additional 
businesses as may be reasonably incidental or economically necessary or appropriate 
to the operations of the integrated systems. Section 11(b)(2) requires elimination 
of unnecessary complexities in corporate structures of holding company systems and 
the redistribution of voting power fairly and equitably among their security holders. 
Pyramiding to the second degree is established as the extreme limit of complexity 
of corporate structures. The other provisions of the Section are related to the 
carrying out of the requirements of Section 11(b). Section 11(e) provides that 
any registered holding company or any subsidiary of such a company may sub- 
mit a plan to the Commission, for its approval, in voluntary compliance with the 
requirements of Section 11(b). Section 11(f) requires that reorganization plans 
of registered holding companies or subsidiaries under consideration in federal courts 
be approved by the Commission before becoming effective. 


A. Some Interpretations 


A proviso to Section 11(b)(1) allows a holding company to continue to control 
one or more additional integrated public-utility systems if each meets three require- 
ments: (A) it cannot be operated as an independent system without the loss of sub- 
stantial economies secured by holding company control; (B) all systems are located 
in one state or adjoining states, or in contiguous foreign country; and (C) the com- 
bination is not so large as to impair the advantages of localized management, 
efficient operation, or the effectiveness of regulation. Columbia Gas and Electric 
Co. sought to retain both gas zad electric utilities as components in a single integrated 
system, declining to present evidence that either met the standards for retention of an 
additional system. The Commission held that one must be designated as the 
holding company’s integrated system; the other may be kept then only if it qualifies 
as an additional system."* In an earlier case, an electric system had been permitted 
to retain a gas utility system that was small enough to qualify.’"* The Commission 
rejected a “two area” interpretation of clause (B) offered by a holding company 
which argued for retention of two integrated systems, one in Virginia and North 
Carolina and the other in Texas and Louisiana, on the ground that each was located 
in a single state and states adjoining it. Interpreting the ambiguous clause in the 
light of Congressional intent reflected in the whole Act, the Commission held that 
the fashioning of compact systems susceptible of localized management and control 
required that additional systems be located in the same or adjoining states with 
the company’s principal integrated system.’® 

In two decisions involving an electric power holding company, the Commission 
approved as a single integrated system properties serving an area of about go,ooo 
square miles, but refused to allow the system to expand.2° Thus the Commission 

"8 S.E.C. 443 (1941). See also the appendix to United Gas Improvement Co., 9 S.E.C. 52, 77 

Q41). 
- ‘ts American Waterworks & Electric Co., 3 S.E.C. 76 (1938). 


"* Engineers Public Service Co., 9 S.E.C. 764 (1941). 
*° American Gas & Electric Co., 21 S.E.C. 575 (1945), 22 S.E.C. 808 (1946). 
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made clear that mere size, per se, would not bring condemnation upon a system, but 
that what it would permit to survive it might not allow to develop. 

A holding company system may also retain “such other businesses as are reason- 
ably incidental, or economically necessary or appropriate” to its operations. The 
Commission has required the holding company to show that non-utility properties 
have a distinct functional relationship to its principal business.?* Thus one com- 
pany was allowed to retain a coal company whose mines were used to supply a 
subsidiary utility, and an eleven mile railroad used to transport the coal to the 
utility; but a coal mine whose output had not been used by a system utility in 35 
years was ordered divested.?” The miscellaneous character of the holdings of some 
systems is indicated by other divestments of the same company, which included 
parking lots and gas stations, a warehouse, and an amusement park. Arguments 
based on long association, profitability of interconnection, economies from joint 
personnel, etc. were not accepted.”* A contemplated future functional relationship, 
however, has been held to be enough.** The Commission has declined to accept a 
distinction between “investments” and properties which were “operated” by the 
holding company.”° A second general requirement is that the holding company 
make an affirmative showing that consumer rates will be favorably affected by the 
retention of non-utility properties.”® 


B. Corporate Reorganizations 


It was inevitable that many companies subject to the Act should have to under- 
go reorganization, some to meet the requirements of Section 11, others to obtain 
Commission approval of securities issues, and still others because the financial con- 


dition of the company left no alternative. The latter reason is significant: many 
reorganization proceedings under Section 11 would have been mandatory in some 
form in any event to restore the financial health of the corporations involved. Be- 
tween September, 1929 and April, 1936, 53 utility holding companies and 36 utility 
subsidiaries went into receivership or bankruptcy. During the same period, 2: 
holding companies and 16 operating companies defaulted on interest and offered 
readjustment plans.” The statistics on arrearages in preferred stock dividends were 
equally depressing.?® 

No reorganization of a company subject to the Act can escape the surveillance 
of the Commission.” A corporate reorganization is a delicate and complex under- 
taking, frequently involving responsibility to thousands of persons who are unable 

21 United Gas Improvement Co., 9 S.E.C. 52 (1941), aff'd, 138 F. 2d 1010 (3d Cir. 1943). 

22 The North American Co., 11 S.E.C. 194 (1942). 

23 Id, at 212-13. 

24 Panhandle Eastern Pipe Line Co. v. SEC, 170 F. 2d 453 (8th Cir. 1948). 

*° United Gas Improvement Co., supra note 21. 

2° North American Co., supra note 22, at 220. 

*7 10 SEC Ann. Rep. 86-87 (1944). 

°° 6 SEC Ann. Rep. 40-41 (1940). 

*° North American Co. sought to dissolve a subsidiary in a Delaware court, but submitted to the 
jurisdiction of the Commission when the latter sought a federal injunction against the effectuation of 
the plan. 9g S.E.C. 617 (1941). 
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adequately to defend their rights. For this reason, the Act provides that both the 
Commission in approving and the district court in enforcing an 11(e) or 11(f) plan 
must find not only that it is appropriate to effectuate the purposes of Section 11 but 
that it is “fair and equitable to persons affected by such plans.” This section of 
this paper will discuss interpretations of the terms “fair and equitable” which, in 
determining the respective rights of investors, have had the effect of increasing the 
fiduciary responsibility of holding companies for their management of their subsidi- 
aries’ affairs. 

One such interpretation concerned the status to be granted to an intercompany 
debt claim in a reorganization proceeding. Ordinarily, a debt claim enjoys priority 
over the claims of any class of stock, but where it had been contracted by a subsid- 
iary in a transaction with its parent not conducted at arm’s-length, it was subject to 
question. When confronted with claims built up through some process of “milking” 
the subsidiary, the Commission has followed the “Deep Rock” principle established 
by the Supreme Court.*® The principle is that a parent corporation may not par- 
ticipate on the same basis as the public security holders in the reorganization of a 
subsidiary when it has been guilty of mismanagement or of unfairness to the sub- 
sidiary, but must subordinate its debt claims against the subsidiary to the claims of 
publicly held preferred stock. In practice, this has meant that the validity of the 
parent’s debt claim and its right to priority must be determined in each case upon 
its merits.*’ An effort in 1941 to formulate a general rule was unsuccessful.*” 

The other interpretations of the words “fair and equitable” in reorganization 
plans that are important are those concerning the priorities to be assigned to the 
rights of various groups of security holders to participate in the new company. In 
early cases the Commission followed the doctrine of North Pacific Ry. v. Boyd, de- 
cided in 1913, that the assets of an estate must be divided among security holders, 
as far as they will go, in accordance with their contract rights and priorities.** The 
strict adherence to contractual priorities followed in these cases,** in which re- 
organizations under the Bankruptcy Act were reviewed pursuant to Section 11(f) 
of the Holding Company Act, has been modified by a distinction which the Com- 
mission now makes between equity receiverships and certain kinds of 11(e) re- 


*° Taylor v. Standard Gas & Electric Co., 306 U. S. 307 (1939). 

*1In Pepper v. Litton the Court said: “The essence of the test is whether or not under all the 
circumstances the transaction carries the earmarks of an arm’s length bargain. If it does not, equity 
will set it aside.” 308 U. S. 295, 306-307 (1939). Cf. Consolidated Rock Products Co. v. DuBois, 312 
U. S. 510 (1941). 

®24 SEC Ann. Rep. 108-109 (1941). For representative cases, see Mountain States Power Co., 5 
S.E.C. 1 (1939); Gulf Public Service Co., 7 S.E.C. 1026 (1940); Appalachian Electric Power Co., 
8 S.E.C. 271 (1940); Georgia Power Co., 8 S.E.C. 656 (1941); and Empire Fuel & Gas Co., 11 S.E.C. 
943 (1942). 

®8 528 U. S. 482; accord, Case v. Los Angeles Lumber Products Co., Ltd., 308 U. S. 106 (1939). 
Cf. Consolidated Rock Products Co. v. DuBois, supra note 31. 

®* United Telephone & Electric Co., 3 S.E.C. 653 (1938); West Ohio Gas Co., 3 S.E.C. 1014 (1938); 
Mountain States Power Co., 5 S.E.C. 1 (1939); United Light & Power Co., 13 S.E.C. 1 (1943), aff'd 
in Otis & Co. v. SEC, 142 F. 2d 411 (3d Cir. 1944), aff'd, 323 U. S. 624 (1945). 
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organizations.** If the appropriate order which the Commission must issue under 
11(b) is to liquidate, the 11(e) plan is a substitute for liquidation; it is essentially 
the same proceeding as that under the Bankruptcy Act or an earlier equity pro- 
ceeding, and liquidation preferences should be followed strictly. But if the appropri- 
ate order does not require liquidation, but reorganization to conform with 11(b) 
requirements, the context is different: liquidation is not “in the air” and the con- 
tractual rights of various classes of security holders are not the same as if liquida- 
tion were imminent. If a class of common stock has reasonable expectation of par- 
ticipation in future earnings if the corporation were left undisturbed, it has a right 
to participate in the reorganization. If it has no such reasonable expectation, it 
may be extinguished without compunction. The principle is that “fair and equitable 
plans should not cause any class of securities to sacrifice valuable rights and confer 
a windfall on another class.”°® The principle is applied also in the Commission's 
refusal to approve the payment of redemption premiums on bonds and debentures 
when to comply with Section 11 it is necessary to eliminate or reduce debt. Since 
the retirements are not voluntary, it is held that call premiums cannot properly be 


claimed.** 
C. Impact of Section 11 


Some conception of the importance of the foregoing interpretations, and of the 
impact of Section 11 on the industry, can be had from the bare statistics of the 
Commission’s performance. The Commission commenced its serious efforts to carry 
out the purposes of the section in 1940, and at the end of only twelve years it 
could say that the task was rapidly nearing completion. At one time or another 
in that period, 2197 companies had been subject to the Commission’s jurisdiction as 
components of registered holding company systems, 214 of these being holding 
companies, 929 electric or gas utilities, and 1054 non-utilities or utilities other than 
electric or gas. By the end of the fiscal year 1952, the Commission had released 1760 
companies from its jurisdiction, 761 by divestments under Section 11 and the balance 
through dissolutions, mergers, consolidations, exemptions, and other means. In addi- 
tion to the divested properties released from Commission jurisdiction, 259 companies 
(129 electric utility, 42 gas utility, 88 non-utility) were divested from one system 
in the process of integration and simplification but remained under control of 
another registered holding company.** In the next year divestments increased to 
812 companies with assets of $11,497,536,971, of which 151 were gas utilities with 
assets of $738,171,238.°° With the completion of its gigantic assignment under 


85 4 full discussion of the distinction and supporting reasons is found in Federal Water Service 
Corp., 8 S.E.C. 893 (1941). The legal history of reorganization proceedings is found at 904-14. Com- 
missioner Healy disagreed with the majority and until his death in 1946 continued to do so. 

®® 10 SEC Ann. Rep. 93 (1944). 

87 North Continent Utilities Corp., 54 F. Supp. 527 (D. Del. 1944); Consolidated Electric & Gas 
Co., 55 F. Supp. 211 (D. Del. 1944); Laclede Gas Light Co., 57 F. Supp. 997 (E.D. Mo. 1944); New 
York Trust Co. v. SEC, 131 F. 2d 274 (2d Cir. 1942), cert. denied, 318 U. S. 786 (1943); City Na- 
tional Bank & Trust Co. v. SEC, 134 F. 2d 65 (7th Cir. 1943). 

8878 SEC Ann. Rep. 82-85 (1952). 

8°19 SEC Ann. REP. 53 (1953). 
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Section 11 in sight, the Commission already had passed into the next phase, the 
continuing supervision of the 20 holding company groups with aggregate assets of 
over seven billion dollars that were expected to remain as permanent integrated 
utility systems. Eighteen per cent of natural and manufactured gas plants would 
remain under holding company control, as contrasted with 28 per cent in the early 
thirties.*° 

In its report to the Senate, the Federal Trade Commission gave significant in- 
formation on nine principal natural gas systems.** Three of them offered little 
difficulty under Section 11; one already was an integrated system and the other 
two soon effected mergers which eliminated their holding companies. The other 
six presented problems of real magnitude. Four of them, it will be remembered 
(supra, p. 456), dominated the industry. The story of what happened to any one 
of these giants perhaps would be the best way to epitomize the complex history 
of the Act.** The proceedings have been long and complicated for several reasons. 
The Commission will not release a company from its jurisdiction until the latter 
has complied fully with the Act. This usually requires a piecemeal dismantling 
of a complex structure, in order to protect the rights of all who have an interest in 
each corporate entity. The Commission has been careful to avoid the wholesale 
dumping of utility assets on the market, as predicted by opponents of the Act prior 
to its passage. At each step of the way, questions such as those discussed earlier 
have had to be answered. There is room here for only the most summary statment 
of what happened to each system, but that should at least suggest the changes that 
have been made. 

The largest holding company system ever registered under the Act was Electric 
Bond and Share Co., which in 1938 controlled 121 domestic subsidiaries, including 
five major subholding companies. Three of the latter have been or will be dis- 
solved. A fourth independently controls an integrated system. Bond and Share, 
which is to become an investment company, retains an interest in the fifth, which 
operates only in foreign countries. The sprawling Bond and Share empire has 
been replaced by numerous integrated systems, including that of United Gas Corpo- 
ration (which was the system’s principal natural gas sub-holding company) along 
the Gulf Coast in which Bond and Share now has less than five per cent interest. 

Standard Oil Co. (New Jersey), faced with a choice between its gas utility 
and non-utility petroleum business, elected to divest the former. Accordingly, 
Standard’s gas subsidiaries were transferred to Consolidated Natural Gas Co., a 
newly organized registered holding company, in return for all of Consolidated’s 
capital stock, which then was distributed as a dividend to Standard’s common 
stockholders. Standard ceased to be a holding company under the Act. 


“918 SEC Ann. Rep. 110 (1952). 

“Uritiry Corporations, SEN. Doc. No. 92, No. 84-A, supra note 2, at 228-237, and maps 
IlI-XI. 

** Because of the multiplicity of orders and actions involved in bringing each system into compliance 
with Section 11, citations will not be given here. Useful progress reports on each system may be found 
in the Commission's annual reports. 
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Cities Service Co. at the time of its registration in 1941 was the top holding 
company in a system made up of 125 companies with consolidated assets of ap- 
proximately a billion dollars. Three sub-holding companies controlled the 49 electric 
and gas utilities in the system. Of those three, two have been liquidated and dis- 
solved, and the third has divested its utility properties, remaining a subsidiary of 
Cities. In the near future, Cities itself should be no longer subject to the Act, 
having effectuated its plan to divest all its utility properties. 

The fourth giant system, Columbia Gas and Electric Co., chose to continue as 
a registered holding company with an integrated natural gas system. A system 
sub-holding company sold its interest in Panhandle Eastern Pipe Line Co., and by 
1946 the divestment of electric utility properties was complete. Columbia Gas 
System, Inc. (as it is now named) operates in seven states and the District of Co- 
lumbia, with total assets of approximately a half billion. Columbia owns all out- 
standing securities of its subsidiaries, and public financing of them is handled at 
the holding company level. The soundness of the system’s condition was attested 
by the ease with which a huge construction program, beginning in 1950, was 
financed. 

The other two of the nine systems described by the Federal Trade Commission 
have had quite different histories under Section 11. One of them, Lone Star Gas 
Corp., was the first major holding company system to comply completely with 
the requirements of the section. When it was released from Commission jurisdic- 
tion in 1944, it consisted of a Texas corporation engaged in transmission and dis- 
tribution, with a single producing subsidiary. Approximately $20,000,000 of ques- 
tionable items had been eliminated from its property accounts, and its capitalization 
consisted of bank loans and a single system of common stock. Standard Gas and 
Electric Co. (and its parent, Standard Power and Light Co.), on the other hand, 
has presented a maximum of difficulties. In 1936 the system represented in an 
extreme degree the pyramiding and scatteration of properties condemned by Con- 
gress, with 105 companies operating in 20 states and Mexico, including nine reg- 
istered holding companies. By the end of June, 1952, it had been reduced to thirteen 
companies, of which six were utilities. Nevertheless, the problems have been com- 
plex and many remain; in 1951 the Commission allowed the two top holding com- 
panies to withdraw 11(e) plans approved in the mid-forties because conditions had 
changed before they could be consummated, and progress is being made in carrying 
out new plans. 


Ill 
Orner Provisions 
A. Public Utility Security Issues 


The provisions of Section 11 call for the Commission to perform corporate 
surgery more or less against the patient’s will. Most of the other sections of the 
Act outline a kind of continuing therapy designed to keep the patient well, whether 
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he likes good health or not. One of the most effective of these measures is the 
power vested in the Commission to control the issuance of securities by corporations 
subject to the Act. Section 7(d) provides certain qualitative standards which a 
security issue must meet to be approved by the Commission. Among other things, 
the security must be reasonably adapted to the security structure and earning power 
of the declarant; the financing represented by this security must be necessary or 
appropriate to the economical and efficient operation of a business in which the 
applicant lawfully is engaged or has an interest; the fees, commissions, or other 
remuneration paid in connection with the issue or sale of the security must be 
reasonable; and the terms and conditions of the issue or sale must not be detri- 
mental to the public interest or the interest of investors or consumers. Section 
7(g) provides that state laws must be complied with; if the Commission is in- 
formed by state authorities having proper jurisdiction that they have not been 
complied with, approval must wait upon compliance. An issue or sale of securities 
may be exempted under several conditions, set forth in Section 6(b), the most im- 
portant being that the securities are solely for the purpose of financing the business 
of a subsidiary of a registered holding company and have been expressly authorized 
by the state commission of the state in which the subsidiary company is organized 
and doing business. But to these exempted issues and sales the Commission may 
attach terms and conditions in the public interest or for the protection of investors 
and consumers. 

A primary objective of the Commission in passing upon declarations filed with 
it has been to help companies subject to the Act to achieve balanced capital struc- 
tures with a substantial proportion of common stock equity. One of the chief 
“evils” against which the Act was directed was the financing of utilities almost 
entirely through bonds and preferred stock sold to the public, the common stock 
exercising control representing a small part of total capitalization and little or no 
investment. A capital structure so composed lacks the “cushion” against adversity 
afforded by a proper amount of common stock, the corporate function of which 
is to absorb the losses as well as the gains. Furthermore, the rigid fixed charges 
associated with debt make it impossible for the company to adapt its financial pro- 
gram to changed conditions if debt makes up too great a proportion of its capital 
structure, 

The Commission has been interested not so much in the amount of the debt as 
in the debt ratio—the ratio of bonds, or of bonds and preferred stock, to total cap- 
italization and to net tangible property. It has also considered the relationship of 
earning power to the fixed charges of debt and the dividend requirements of pre- 
ferred stock. The Commission has sought to limit funded debt to 50 per cent of 
the net fixed assets of the company, and the issuance of new additional bonds to 
60 per cent of the cost or fair value, whichever is less, of net additions to fixed prop- 
erty. The higher ratio allowed for bonding additions is intended to give greater 
flexibility under the company’s mortgage indenture to meet unforeseen future 
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conditions.** These conservative debt ratios may be contrasted with the 70 to 80 
per cent of the fair value of additional property which had been customary in the 
utility industry. 

The Commission has not attempted to devise a rigid set of standards, but 
rather to help each company to meet the requirements of the Act, using any tool 
available to solve each problem in its own factual context. The capitalization of 
subsidiary companies may be improved by capital contributions of parent com- 
panies,** or by conversion of open accounts and senior securities of parents into 
common stock of subsidiaries (serving the further purpose of making them junior 
to publicly held bonds and preferred stock).*” In some instances common stock 
also has been sold to the public. Where these measures have proved to be im- 
possible, or inadequate by themselves, requirements for systematic debt reduction 
have been incorporated in the mortgage indenture. This may be accomplished by 
sinking fund requirements, by restrictions on the payment of dividends out of earn- 
ings until certain debt retirement specifications have been met, and by serial 
financing.*® Write-ups have been eliminated from property accounts. Depreciation 
and maintenance funds have been increased to protect the integrity of capital. 

Until the end of 1940, a majority of the Commission made a distinction between 
a security issue for the purpose of refunding outstanding obligations at more ad- 
vantageous terms and one which created new debt. The majority’s attitude was 
that a refunding issue which did not substantially improve an already bad capital 
structure, but which reduced the interest burden and provided for systematic debt 
reduction, might be justified as a “step in the right direction.” This attitude was 
consistently opposed by Commissioner Robert E. Healy, who believed that when 
the Commission considered a declaration filed by a company whose top-heavy 
capital structure reflected the kind of practices Congress had branded as an evil, 
its plain duty was to require a change in the capital structure forthwith. The con- 
flicting opinions were expressed vigorously in early opinions.** The viewpoint 
of Commissioner Healy was to prevail. In El Paso Electric Co.** the Commission 
specifically reversed its policy, requiring henceforth that all security issues, irre- 
spective of purpose, meet the standards of 7(d). 

“84 SEC Ann. REP. 97-98 (1941). 

** Appalachian Electric Power Co., 8 S.E.C. 271 (1940). 

“5 Gulf Public Service Co., 7 S.E.C. 1026 (1940); Georgia Power Co., 8 S.E.C. 656 (1941). 

*° Public Service Co. of Colorado, 5 S.E.C. 788 (1939). These requirements are summarized in 13 
SEC Ann. Rep. 89 (1947). 

*? The distinction between refunding and new financing was made explicit by Commissioner Jerome 
Frank in a separate concurring opinion in Southwestern Gas & Electric Co., 6 S.E.C. 806, 822 (1940). 
Commissioner Healy’s position is put forthrightly in Public Service Co. of Colorado, supra note 46, 
where, after adjusting net assets by deducting write-ups and intercompany profits, he figured that 
bonds and debentures then approved, plus preferred stock, would account for 101.22 per cent of the 
company’s net assets. See also Republic Service Corp., 2 S.E.C. 44 (1937); Peoples Water & Gas Co., 
3 S.E.C. 430 (1938); Consumers Power Co., 6 S.E.C. 444 (1939); West Penn Power Co., 7 S.E.C. 
69 (1940). 


*°8 S.E.C. 366 (1940). An appendix to the opinion (at p. 383) gives comprehensive reasons for 
the change in policy. 
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Some measure of the success of the Commission, both in achieving balanced 
capital structures and in making public utility issues attractive to investors because 
of the conservative nature of the underlying capital structures, may be had from 
even a brief account of financing under the Commission’s jurisdiction. In the 
period from November 1, 1935 to the end of the fiscal year 1944, nearly 70 per cent 
of the issues were for refunding, yet the Commission was able to keep the proportion 
of long term debt below 60 per cent. In 1945 and 1946, many corporations which 
had refunded in the early years of the Act’s administration were able to refund 
again, at an additional saving. With the hardening of money rates and the be- 
ginning of a tremendous utility expansion program, the emphasis shifted to new 
financing; in 1952 virtually all of the issues represented new money, as contrasted 
with less than one per cent in 1945.*° Security offerings under the Act reached their 
peak in 1950, but despite the steady contraction of systems subject to Commission 
jurisdiction the decline since then has been slight, so great is the volume of con- 
struction.°” What is perhaps most striking is the large proportion attributable to 
common stock offerings, which accounted for 30.8 per cent of the total in 1950.” 
Where many holding companies once financed their subsidiaries through high in- 
terest loans, they now purchase common stock of their subsidiaries; and as the flow 
of money from divested properties tapers off, they sell their own common stock to 
the public. Capitalization of holding companies generally is limited to debt and 
one class of common stock. 

Requirements designed to assure equitable voting rights to all classes of stock- 
holders are nearly ubiquitous in the Commission’s decisions on security issues. 
Most of them are safeguards for the rights of preferred stockholders, who otherwise 
might be forced to suffer arrearages in dividends at no great inconvenience to com- 
mon stockholders. They have been tailored to fit individual problems, but the 
principal provisions may be summarized briefly? Upon defaults in payment of 
preferred dividends aggregating one year, the preferred stock as a class is given the 
right to elect a majority of the board of directors. The control returns to com- 
mon stock upon the payment of the arrearages. The issuance of unsecured debt in 
excess of 10 per cent of the aggregate secured debt, capital, and surplus of the com- 
pany must be approved by a majority vote of the preferred stock. Preferred stock 
must approve by a two-thirds vote the issuance of any new preferred stock with 
rights prior to its own. If common stock equity is or becomes less than 25 per cent 
of total capitalization and surplus, dividends on common stock are automatically 
restricted. No change in the terms and conditions of outstanding stock which is 
substantially prejudicial to the preferred stockholder may be made without two-thirds 
approval by preferred stock. In addition to protecting preferred stock, the Com- 
mission has established nomination and election procedures intended to effectuate 
the will of all stockholders having a voice in control. 


54 18 SEC Ann. Rep. 127 (1952). 5° tg SEC Ann. Rep. 74 (1953). 
51 17 SEC Ann. Rep. 108 (1951). ®213 SEC Ann. Rep. 90-91 (1947). 
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In April, 1941, the Commission adopted Rule U-50, which requires that securi- 
ties of registered holding companies be offered at competitive bidding.” This 
ended the common practice of negotiating the sale with a single principal under- 
writer, who frequently was affiliated with the holding company. The competitive 
bidding rule has had two clear results. One is that the cost of handling utility mort- 
gage bond issues has sharply declined. The underwriting spread for 159 issues 
sold in the five year period ending January 1, 1940 by private negotiation was 
2.49 points ($2.49 per $100). In only four cases was the spread below two points. 
In a similar period ending June 30, 1949, of 179 issues sold at competitive bidding, 
three-fourths had a spread of seventy-five cents or less, and only eight went at 
$1.25 or more. A second is that a more diversified management of security offer- 
ings now prevails. In the same five year period, in a study of 24 companies offer- 
ing securities at competitive bidding on at least four occasions, there was only one 
instance of a single underwriter winning all of a company’s issues. Eleven were 
handled by four managers, and eleven by three.” 

In the spring of 1954 the Commission held two public hearings to consider an 
amendment to Rule U-50 which would grant to state-authorized security issues of 
subsidiaries of registered holding companies an automatic exemption from the 
Commission’s competitive bidding requirements. The arguments of proponents fell 
into two categories. The first was confined to the question at issue. It was urged 
that the Commission’s administration of Sections 11 and 17(c) (barring bankers 
from offices or boards of registered holding companies and their subsidiaries) had 
“immunized” the regulated companies from the abuses at which the rule was di- 
rected. Moreover, the exemption was limited to issues approved by state authorities, 
which would strengthen local regulation in accordance with the basic purpose of the 
Act. The second category of arguments attacked the rule itself, claiming that 
“banker domination” was a myth, and that without the continuing advice of the 
investment banker real losses were sustained from offering the wrong securities at 
the wrong place at the wrong time. The opponents of the amendment contended 
that compulsory competitive bidding was necessary to preserve arm’s-length bar- 
gaining and free competition. They pointed to the substantial economies in financing 
attributed to the rule by the Commission in its annual reports through the fiscal 
year 1952, and asked what changes in utility economics had occurred since then. 
In early May, the Commission had not announced its decision. 


B. Service Company Regulation 
A very large source of profit to public utility holding companies prior to 1935 
was the performance of various services at a charge for the subsidiary companies in 
their systems. To end the exploitation shown to be a frequent product of these uni- 
lateral transactions, Congress provided in Section 13 of the Act, generally speaking, 


°° For the events and considerations leading to the adoption of the rule, see 7 SEC ANN. Rep. 98- 


102 (1941). 
515 SEC Ann. Rep. 88-89 (1949). 
55 Td. at 89. 
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that a registered holding company could not perform services or construction work 
for, or sell goods to, the companies in its system, and that the subsidiary com- 
panies, mutual service companies,*° and independent companies which could do 
so must comply with rules and regulations to be laid down by the Commission. 
The Commission was to insure that all such services should be performed eco- 
nomically and efficiently for the benefit of the companies served, and at cost, fairly 
and equitably allocated among the companies served. 

Holding companies accordingly terminated their services to their subsidiaries 
and formed system service companies to comply with the Act. These were qualified 
as rapidly as possible by the Commission, after which it was necessary to scrutinize 
their organization and operations with care to shape them to the law’s requirements. 
The problem was that no two service companies performed quite the same group 
of services and few called identical activities by the same name. The Commission 
began by requiring uniform accounts and annual reports, after which, in the case 
by case pragmatic approach characteristic of its operations, it had to learn enough 
about service company operations to develop principles to go by.*” 

The most difficult problem encountered in the administration of Section 13 was 
presented by interlocking officer arrangements in holding companies and their sub- 
sidiary service companies. Policies in regard to the payment of the salaries of com- 
mon officers varied, but in the absence of free bargaining the holding company’s 
share usually was quite small.°* Thus the holding company seemed to circumvent 
the law’s prohibition on the sale of services to a subsidiary. There was a question 
also whether the common officers could serve both operating and holding com- 
pany with equal zeal. Furthermore, the principal service performed was general 
management, an exercise of the control function which should be paid wholly by 
the parent out of the dividends received from operating company stock. 

The formulation of the policy on interlocking officers began with an opinion 
on Ebasco Service Company, which had been formed in 1935 to take over servicing 
activities performed by Electric Bond and Share for its subsidiaries since 1906.°° 
Ebasco was controlled by six directors and officers who held identical positions in 
Bond and Share. The Commission ruled that the common officers must sever their 
relations with one or the other company, or that their entire salaries should be paid 
by the parent. Earlier decisions approving interlocking officer arrangements of this 
kind were overruled as precedents. But the variety of devices employed by different 
companies required individual scrutiny. One service company paid all the salaries 
of officers and employees of holding and sub-holding companies on its payroll, then 
charged system companies on the basis of time devoted to the service of each. The 
Commission required the parent to pay the salaries of all persons whose work pri- 


°° The difference between the two types of companies is that the capital for subsidiary companies 
is supplied by the parent company, while the capital for mutual service companies is furnished by 
member companies. A holding company system may include either. 

°76 SEC Ann. REP. 45-47 (1940). | 

®S> SEC Ann. Rep. 110-111 (1941). 

5° 7 S.E.C. 1056 (1940). Cf. Middle West Service Co., 9 S.E.C. 91 (1941). 
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marily benefited it.’ A similar ruling was made where common officers were paid 
out of a separate “Treasurer’s Account” (reimbursed by the system companies), 
and a “split-check” arrangement (a separate check from each company for its 
share of each common officer’s salary) that was substituted for it met a similar fate.®’ 
In requiring that several whole departments, as well as individual officers, be moved 
from a service company into the top holding company, the Commission held that 
it was the function of the officer or employee in question rather than the position 
held or situs on a particular payroll that should determine whether he was a holding 
company officer or employee.** In this case the Commission enunciated the stand- 
ards toward which it had been moving. Briefly stated, they prohibited the charging 
of an operating company, through any device, for any part of the salary of a person 
engaged primarily in the holding company’s function of supervision; they barred 
such person from receiving compensation from operating companies; and they re- 
quired service companies to confine themselves to services of an “operating nature” 
which operating subsidiaries could not perform as efficiently and economically 
themselves. 

The requirement that services be rendered at cost fairly and equitably allocated 
among the companies served has caused the Commission to scrutinize closely the 
capitalization, expense items, and cost charge systems of companies subject to the 
Act. The cost of rendering service consists primarily of the expenses of the service 
company, 60 to 70 per cent of which is salaries. The Commission has included 
“reasonable compensation” for necessary capital as a legitimate charge on the com- 
panies served, but limits the amount of capitatization to prevent the transfer of idle 
funds to service companies where they contribute nothing to the performance of 
services.’ Outside investments usually must be liquidated, although there are 
exceptions. There is no limitation on capitalization, of course, where the parent 
asks no return on capital invested in the business. Working capital is limited to 
a ratio of a month’s expenses. The ratio varies; usually it ranges from 2-1 to 3-1."* 
Since the Ebasco case, the rate of return, where a return on capital is claimed, has 
been 4 per cent. The general rule for the allocation of costs seems to be that, in so 
far as it is possible, direct charges shall be made for particular services rendered, 
with the overhead allocated as fairly as possible. The cases show a progressive re- 
finement in cost allocation schemes. 

It seems safe to say that the major problems in the administration of Section 13 
have been solved. The Commission appears now to regard it as routine administra- 
tion; not since 1944 has an annual report contained a section on service company 
regulation. Indisputably, the regulation under this section has had a profound 
effect on the conduct of the public utility industries. In a sense, the service com- 


®° United Light and Power Service Co., 8 S.E.C. 738 (1941). 

®1 New England Gas & Electric Ass'n, 12 S.E.C. 12 (1942). 

®2 Columbia Engineering Corp., 12 S.E.C. 922 (1943). Cf. Public Utilities Management Corp., 
13 S.E.C. 532 (1943); Federal Advisers Inc., 13 S.E.C. 632 (1943). 

®3 Ebasco Services, Inc., 7 S.E.C. 1056, 1072 (1940). 

®* 1d. at 1072-74. See also Columbia Engineering Corp., 12 S.E.C. 922, 943 (1943); American 
Water Works and Electric Co., 14 S.E.C. 924, 942 (1943). 
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pany racket, while not the most spectacular, probably was the meanest of the 
holding company abuses; it was the fillip that added insult to injury: an operating 
company exploited to the verge of bankruptcy still could be charged outrageously 
for the “service.” This has come to an end. Service companies now must be 
genuinely useful organizations. 


IV 
CONCLUSIONS 


The administration of the Holding Company Act has proceeded almost to the 
point where the Securities and Exchange Commission can close its files on the 
reconstruction phase of its work and confine itself to the continuing supervision of 
those companies which will remain subject to the Act. The record of achievement, 
put in the baldest way, is impressive. Holding company “scatteration” has been 
replaced by integrated systems which are in the process of consolidating their single 
region holdings. Corporate structures have been simplified and useless companies 
liquidated. Capital structures have been balanced, debts refunded, and financial 
health restored. Voting rights have been reallocated more fairly. Service com- 
panies have been made a source of savings to their associates, not of profits to hold- 
ing companies. Interpretative decisions, the vertebrae of any statutory corpus, have 
been made courageously, in the spirit of the Congressional intent which framed the 
Act. 

The administration of Section 11, as it may be epitomized in the experiences of 
major natural gas systems, has resulted in: (1) the elimination of three of the “big 
four” of 1935 from the natural gas holding company field; (2) the reduction of 
the fourth, divested of its control of a major pipe line company, to an integrated 
natural gas system in the Appalachian region; (3) the elimination of oil companies 
as public utility holding companies; (4) the divorce of major natural gas and 
electric power systems, and the disposal by gas systems of all electric utility holdings 
of any consequence; and (5) the termination of ‘the drift toward concentration of 
control in super-holding companies. 

The limitations of the Holding Company Act nevertheless should be kept in 
mind. First, it is largely self-liquidating legislation. It might be compared to calling 
in troops to meet an emergency: the intention is not to supersede local authority, 
but to restore conditions in which it can be effective. For this reason, the Com- 
mission has made full use of the provisions in the Act for cooperation with the 
states. Whether the corporate practices of utility holding company systems are 
regulated effectively in the future will depend largely upon the states. Second, the 
Holding Company Act affects public utility companies, but it is not public utility 
legislation. The Commission is not directed to establish holding company systems 
of optimum size and organization, nor is it empowered to order physical connections, 
nor to establish regional networks, nor to require fair rates and efficient service. 
Those are tasks for public utility commissions. The Securities and Exchange Com- 
mission has performed its task when utility holding company systems meet the 
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standards of regional integration and corporate simplification established by the 
Act. 

It is tempting to find in the experience of the holding company legislation a 
panacea for numerous economic ills, real or fancied, and particularly for those of 
business monopoly.® But generalizing from a single experience seldom is safe. In 
this instance especially, the administrative performance should not be lifted from 
its historic context. The Act was championed by a popular President in an era of 
reform, and the spectacular collapse of great “empires” made holding companies 
vulnerable. The President appointed zealous commissioners who believed in the 
Act, and by the time their handiwork reached the courts a friendly reception had 
been prepared for it. Yet it is well to remember that the President got less than 
he wanted, and even that by only one vote in the Senate. Furthermore, the de- 
cisive acts of administration could be and were performed before time began to run 
against the reformers. The passage and successful administration of so drastic an 
act would seem to require a very special political climate, which does not come 
often to this country. Indeed, there would seem to be few occasions requiring 
government to intervene so thoroughly in the conduct of private business, in an 
effort to restore an observance of rudimentary business ethics. What is salutary is 
the demonstration that positive corrective measures tailored to fit the factual situation 
can successfully be substituted for general prohibitions and negative sanctions. 
That would seem to be the point of the experience with the Holding Company 
Act, and what is most relevant for other areas of economic regulation. 


°° Hearings before the House Judiciary Subcommittee on Monopoly Power, Part 2-B, 81st Cong., 
1st Sess. 1311-39 (1949). But see Trienens, The Usility Act as a Solution to Sherman Act Problems, 
44 Ivy. L. Rev. 33 (1949). Comment, Section 11(b) of the Holding Company Act—Fifteen Years in 
Retrospect, 59 YALE L. J. 1088 (1950). 
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